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New rules for paying quarterly estimates of 


tax are stricter and more demanding 


by Henry OppENHEIM and ArtHuR J. Dixon 


Vot only has the 1954 Code put new burdens on corporations for filing estimates and paying taxes 


currently, it has substantially increased the care individuals musi exercise with their estimates. 


This article is an analysis of the new law, comparison with past practice, and observation on trouble- 


some points not made clear by either Code or legislative history 


— IN 1955, many taxpayers, accountants 
and lawyers are going to have to pay a good deal 
more attention to the declaration of estimated tax than 
they have in the past. A study of the pattern of the 
penalties imposed on underpayment of estimated tax 
by the 1954 Code indicates a clear necessity for this 
additional concern. 

The requirement for the filing of the declaration of 
estimated tax was introduced into the old law in 1943 
as part of the so-called “pay-as-you-go” system. The 
obvious intention was to collect periodically during 
the year taxes on that income which was not reached 
by the then new withholding tax. Because of the 
form of the penalties for underdeclaration, however, 
this objective of the quarterly declaration and pay- 
ment was often frustrated. 

Under the 1939 Code (Section 294(d)(2)), still 
applicable in 1954 (Section 6654(h)), the taxpayer 
could avoid underestimation penalties with respect to 
his declaration of estimated tax in either one of two 
ways: 

1. He could file his declaration and make his pay- 
ments using as a basis the income reflected on his tax 
return for the preceding year at the current year’s tax 
rates. 

2. He could pay at least 80% of his final tax li- 
ability by the date the final payment on his declaration 
was due—that is, January 15 following the taxable year. 

The practice among many taxpayers was to file, on 
March 15, a declaration of estimated tax showing a 
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nominal tax due. The first three payments on the 
declaration would be made on this nominal basis. On 
January 15, the taxpayer would file an amended dec- 
laration and pay the amount necessary to bring his 
total payments up to at least 80% of what he esti- 
mated his tax for the year would be. 


Some taxpayers got away with murder 


In many situations, this approach to the declaration 
of estimated tax was both practical and justifiable. 
For taxpayers in a volatile business who could not 
estimate their income with reasonable certainty until 
after the end of the taxable year, it was logical. Many 
taxpayers, however, who were not so situated and who 
could estimate their income with some degree of 
certainty, followed the same approach. In this way, 
they had the use of their tax money for additional 
periods of time, ranging up to ten months. As to them, 
the practical effect of the declaration of estimated tax 
was simply to require them to pay 80% of their tax 
two months in advance of the final due date. The 
report of the Senate Finance Committee (Report 1622, 
p. 135) indicates this frustration by commenting on 
the penalties under the 1939 Code as follows: 

“The present system of additional charges also 
encourages deliberate underestimates because no 
charge is made where an individual substantially 
underestimates his tax but corrects his estimate by 
January 15 of the following year. This discriminates 
against both the taxpayer who estimates his tax 
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correctly but fails to make his installment payments 
and the taxpayer who pays much of his tax during the 
year but fails to meet the 80% test by January 15.” 


New penalty assessed on quarterly basis 


The penalty under the 1954 Code (Section 6654), 
applicable to taxable years beginning after December 
31, 1954, is, in effect, assessed on a quarterly basis. 
There is a single charge at the rate of 6% per year, 
computed for each installment date on the difference 
between the amount paid on that date and 70% 
(66?/3;% in the case of farmers) of the amount which 
represents one-fourth of the tax shown on the return 
for the taxable year. If a return is filed, it is the tax 
liability shown on that return which is used as a 
measure for the quarterly penalties. The penalties will 
not be assessed or increased because of an increase in 
the tax liability over the amount shown on the return 
as a result of a subsequent tax examination. If no re- 
turn is filed, however, the measure for the required 
quarterly payments is the actual tax for the year. 

The 6% charge runs from the date the installment 
was due until the date the underpayment is actually 
paid or the following April 15, whichever is earlier. 


No reduction for withholding 


When withholding of taxes on wages is involved, 
the estimated tax on which the quarterly installments 
must be computed is figured without any reduction 
for the withholding tax. Thus, in Exhibit I, the “70% 
of tax liability” figure would be $28,000, whether or 
not there had been any withholding tax. The with- 
holding tax is treated, for the purpose of the computa- 
tion, as a payment of estimated tax. It may be treated 
as a payment made equally on each of the installment 
dates, or, if the taxpayer establishes the dates on which 
all payments were actually withheld, they shall be 
treated as payments of estimated tax on the dates of 
actual withholding. In Exhibit I, the same result would 
be arrived at if the taxpayer made cash payments on 
his declaration of $15,000 and had $5,000 withheld 
from his wages. 

For the purpose of the computations in Exhibit I, 
the tax shown on the return for the year is the gross 
tax minus all of the allowable credits other than the 
credit for taxes withheld on wages. These include the 
credits for foreign taxes, dividends received, partially 
tax-exempt interest received, retirement income, and 
tax withheld at the source on tax-free covenant bonds. 
Any excess applies to previous underpayment 

A payment of estimated tax on any installment date 
is considered a payment of a previous underpayment 
to the extent that it exceeds the current required install- 
ment. Thus, if in the example in Exhibit I the taxpayer 
paid $10,000 on his January 15 installment, that install- 
ment would be overpaid by $3,000. The $3,000 would 
be treated as a payment of any previous underpay- 


ment. It makes no difference to which underpayment 
the $3,000 is applied, since the effect is simply to cut 
off the penalty on $3,000 from January 15 to April 15. 

Unfortunately, the law does not appear to deal with 
the result of another situation. Suppose that in the ex- 
ample the taxpayer paid $10,000 on his April 15 
installment but subsequently amended his declaration 
to pay only $5,000 per installment. Would the $3,000 
overpayment in the first installment be considered as 
payment of subsequent installments? As far as we can 
determine, there is no authorization in the law or the 
committee reports for carrying forward the overpay- 
ment on a prior installment. It is hoped that the regu- 
lations will make some provision to remedy this 


inequity. 
Penalties applicable to each installment 


It is important to remember in connection with all 
of the alternative methods of avoiding penalties, see 
Exhibit II, that the computations are now made on an 
installment by installment basis. That is, in determin- 
ing whether the penalty is applicable, the tests listed 
in Exhibit II are to be applied to each installment 





EXHIBIT I. EXAMPLE OF PENALTIES 


THE REPORT of the Senate Finance Committee 
(No. 1622, p. 592) gives the following illustra- 
tion of the application of Section 6654. A tax 
payer (other than a farmer) showing a tax lia- 
bility of $40,000 on his final return has paid a 
total of $20,000 in equal installments of $5,000 
during the year through withholding and dec- 
larations. Since the amount of prepaid tax in 
each quarter is less than one fourth of 70% of 
the final tax liability, the charge is applicable for 
each quarter and would be computed as follows: 





Tax Liability $40,000 
70% of Tax Liability 28,000 
One Fourth of 70% 7,000 
Deduct quarterly prepayment 5,000 
Basis for computation of charge 2.000 


Additional charge for each quarter: 


Ist— 6% of $2,000 for 365 days $120.00 
2nd—6% of $2,000 for 304 days 99.95 
3rd—6% of $2,000 for 212 days 69.70 
4th—6% of $2,000 for 90 days 29.59 
Total Additional Charge $319.24 


If, in the above example, the taxpayer had 
prepaid only $1,000 by the first installment date 
instead of $5,000 and had subsequently paid the 
difference of $4,000 during the taxable year, a 
charge of 6% on this $4,000 would be imposed 
for the period it remained unpaid. 
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separately. Thus, the taxpayer may be subject to the 
penalty on his April 15 installment, may be exempt 
from the penalty on the June 15 installment be- 
cause of alternative 1, exempt on the September 15 
penalty because of alternative 3, and subject, once 
again, to the penalty on his January 15 installment. 


How to use the four alternatives 


any of the alter- 
natives shown in Exhibit II, the “tax” and the “esti- 
mated tax” are not to be reduced by tax withheld on 
wages. Such withholding taxes are to be treated as 
payments of estimated tax in the manner previously 
outlined. All other tax credits, however, reduce the 
“tax” upon which any * the alternatives are based. 

Alternatives 1 are comparable to the first 
method of avoiding ay penalty under the 1939 Code. 
They enable the taxpayer to pay his current install- 
ments based on last year’s income and tax rates if the 
current year’s rates have increased, and last year's 
income and this year’s rates if the current rates have 
gone down. This clarifies a situation which required 
special legislation under the 1939 Code (Section 
103(b), Revenue Act of 1951). 

The third alternative is new, 


In making pag yg" under 


and 2 


and is intended 





EXHIBIT II: FOUR WAYS TO AVOID 
PENALTY 

THERE IS NO PENALTY on an installment which 
meets the 70% test. The penalty can also be 
avoided in any one of four other ways. It shall 
not be applicable to an installment if the total 
payments of estimated tax made during the year 
to the due date of the particular installment is at 
least equal to the lowest of the following: 

The total installments due if the current 
years estimated tax was the same as the tax 
shown on the return of the taxpayer for the pre- 
ce ng taxable year. 

The total installments due if the current 
years estimated tax was based on current rates 
and exemptions, but otherwise on the basis of the 
preceding year's tax return. 

The total installments due if the current 
years estimated tax was equal to 70% of the 
tax for the current year, computed by annualiz- 
ing the taxable income for the months in the cur- 
rent taxable year ending before the month in 
which the particular installment is required to 
be paid. 


4, An amount equal to 90% of the tax com- 


puted at current rates on the basis of the tax- 
payer's actual taxable income for the months in 
the current taxable year ending before the month 
in which the particular installment is required 
to be paid, as if such months constituted a tax- 
able year. 














relief to taxpayers who expect to receive the greater 
part of their income in the latter part of the year. The 
taxable income to be annualized is computed without 
deduction of personal exemptions. The exemptions are 
deducted from the annualized income. The fourth 
alternative was added to the law by the Senate when 
it was pointed out that taxpayers who received the 
largest part of their income in the early part of the 
taxable year would receive inequitable treatment. 
Under this alternative, the total installments paid in 
order to qualify must actually equal 90% of the tax 
computed on the income to the end of the preceding 
month. Qualification under the other alternatives is 
couched in terms of payment of the appropriate frac- 
tion of a total estimated tax computed as required in 
the alternatives. Qualification under No. 4 requires the 
payment of 90% of the total tax computed on the 
income to the appropriate date as if that income were 
the total income for the taxable year. It is to be noted 
that this is fundamentally a true “pay as you go” re- 
quirement. The tax paid on the income at the begin- 
ning of the year is at the lower surtax brackets, and 
increases in amount as the income and brackets go up 
during the year. 

In applying alternatives 3 and 4, certain other fac- 
tors must be considered, which apply especially to 
partnerships and trust beneficiaries. These factors are 
outlined below. 


In case of partnerships. If the taxpayer is a member 
of a partnership, the Senate Finance Committee Re- 
port indicates that the taxpayer's net income for any 
particular period shall be considered to include his 
distributive share of the partnership income for all 
the preceding months of any partnership year ending 
with or within the partner's taxable year. For example, 
if a taxpayer is a member of a partnership with a 
fiscal year ending June 30, in computing his taxable 
income for the months of January, February and 
March for the purpose of his April 15 installment, he 
will be considered to have earned nine month’s partner- 
ship income. Under alternative 3, this income would 
be annualized, and the taxpayer would be paying tax 
in the brackets applicable to 36 months’ partnership 
income. In such event, the taxpayer would probably 
be much better off using alternative 4, or, if possible, 
simply making his installment payments meet the 
general 70% test. 


In case of trust beneficiaries. Suppose the taxpayer is 
the beneficiary of a trust which distributes its income 
currently and is also on a fiscal year basis ending 
June 30. What, if any, income from ‘the trust must the 
taxpayer include in computing his taxable income 
under alternatives 3 and 4 for the April 15 and June 
15 installments? There is no mention of this problem 
in the Committee Report, yet there is no logical rea- 
son why it should be treated differently from the part- 
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nership situation. Once again, it is hoped that the 
regulations may clarify the issue. 


Burden is on taxpayer 


In computing the taxable income for alternatives 3 
and 4, the burden of accuracy is on the taxpayer. In 
other parts of the section, measurement is based on 
what appears on a tax return. In this computation, 
however, there is no tax return upon which to rely. 
Therefore, the taxable income for this purpose is true 
taxable income as finally determined. Thus, expenses 
disallowed on a tax examination will increase taxable 
income to the extent applicable to the period involved. 
\ distribution by a corporation or an estate, the tax- 
ability of which cannot be determined until a future 
date, will be ir~udable in income to the extent that 
it is finally deie:unined to be taxable. Note that if 
qualification under any of the alternatives is missed 
by even a dollar, the penalty is computed under the 
general rule outlined above. Thus, for example, if 
a taxpayer attempts to avail himself of alternative 4, 
even a very near miss for the first two quarters can 
bring on a heavy penalty. The charge would be right 
out of the taxpayer’s pocket, because it is a penalty 
addition to the tax and cannot be claimed or used as 
a deductible expense item in the determination of 
taxable income or of tax liability. 

The 1939 Code (Section 294(d)(1)) has separate 
penalties for underestimating estimated tax and for 
failure to file a declaration or make a payment of 
estimated tax. The penalty in the new Code is for 
.ctual underpayment of estimated tax, and includes 
unpaid installments. The computations are concerned 
with what the taxpayer actually pays and not what he 
shows on his declaration of estimated tax. Under the 
old Code (Section 145), there were criminal penalties 
for willfully failing to file a declaration of estimated 
tax. There are no such penalties under the new law. 
Criminal penalties are, however, continued for willful 
failure to pay estimated tax (Section 7203). 


The new estimating problems of corporations 


All that has been said thus far concerns the penalty 
for failure by individuals to pay the proper amount of 
estimated income tax. The new Code (Section 6016) 
also imposes the requirement for payments of esti- 
mated income tax by corporations whose tax liability 
exceeds $100,000. The requirement only becomes 
effective with respect to corporate taxable years end- 
ing on or after December 31, 1955. 

The underestimation penalty provisions for corpo- 
rations are substantially identical to those of indi- 
viduals with the following exceptions (Section 6655): 

The underpayment period for the computation 
of the penalty expires 21/2 months after the close of 
the taxable year, rather than 3'/2 months. The reason 
for this is that the time for filing corporate returns 
was not extended one month as it was for individuals. 
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2. In alternative 3 for the avoidance of the penalty, 
the actual income, on which the installment to be paid 
in the ninth month of the corporate fiscal year is to 
be based, may either be the income for the first six 
months or for the first eight months of the corporate 
taxable year. Similarly, for the installment required 
in the twelfth month of the fiscal year, the income 
for the first nine months or for the first eleven months 
may be used. For example, a calendar year corpora- 
tion may base its estimated income tax due on Sep- 
tember 15 on the annualization of its taxable income 
through either June or August, and may base its 
estimated income tax due on December 15 on the 
annualization of its taxable income through either 
September or November. 

3. Alternative 4 is not applicable to corporations. 
This alternative was designed primarily to give relief 
to individuals who earn the larger part of their income 
in the early months of the taxable year. A corporation’s 
declaration of estimated tax is not required until the 
15th day of the ninth month of its taxable year (Sec- 
tion 6074(a) ). 

4. The “tax” for the purposes of measuring the 
penalty and the three alternatives for avoiding the 
penalty is determined after subtracting the $100,000 
exemption. A corporation, in computing its estimated 
tax, may exempt the first $100,000 of its tax liability, 
and the penalty provisions are consistent therewith 


(Section 6016(b) ) 


How to determine best method for each taxpayer 

In determining the best approach for a particular 
taxpayer to use in protecting himself under the new 
requirements, several factors should be considered. 
In the first place, the fact that the quarterly install- 
ments need be based on only 70% of the final tax 
provides a great deal of leeway. Taxpayers with 
steady income who do not wish to use the proceeding 
year as a basis because of non-recurring income or 
unusual capital gains, may declare on the basis of 
their ordinary income with reasonable security. The 
30% margin provides a substantial safety factor. 
This, together with alternatives 1 and 2, will permit 
a great many taxpayers to avoid the penalty in much 
the same manner as they have been doing in the past. 

Taxpayers with unpredictible income are faced with 
a more difficult problem. They must decide between 
taking their chances on the penalty, paying on the 
basis of the previous year’s income or bearing the ac- 
counting burdens of alternatives 3 or 4. A taxpayer 
with substantial inventory problems, for example, may 
find it impossible as a practical matter to determine 
interim income figures. Nevertheless, cases, 
taxpayers in this category will choose to protect them- 
selves under one of the last two alternatives. Since 
alternative 4 generally eases the estimated tax burden 
of the first two installments, it may be attractive to 
many people, including those with steady income. * 


in many 








The Indian Giver is still subject to tax, 


Clifford trusts under 1954 Code 


The new tax law takes firm control of short-term trusts. 


vided a somewhat loose judicially-inspired rule, the new statutory language is specific. 


by LAWRENCE Dumas, Jr. 


Where the Clifford Regulations had pro- 


This article 


explores the new Code in view of experience under Clifford, and points out especially dangerous 


areas for donors. The net result: 


property they have almost given away. 


AXPAYERS HAVE ALWAYS been interested in reduc- 
‘Ling their income taxes. One sure way to reduce 
income tax is to give away the property which pro- 
duces the income. Taxpayers actuated by this and 
other more generous motives have been free to make 
gifts. 

Where there is a clear gift of property, the income 
from the property so given is taxable to the donee, not 
the donor. Yet not all donors have been willing to 
relinquish to the donee the 100 per cent full measure 
of rights and powers which we call absolute or fee 
simple ownership. Some want to be Indian Givers, to 
give and yet be able to get back. 

When a person boaiets to divest himself of owner- 
ship of property, so that the income is taxable to some- 
one else, but does not wish complete ownership vested 
in the donee, he sets up a trust.! By reason of the crea- 
tion of the trust, the rights to the income beneficiary 
are restricted in some respects. The grantor or others 
subject to his control may retain powers, control, bene- 
fits, present or future, of future reversions of property 
or its income, thus further limiting the rights of the 
donee. The problem is to detewinine at what point the 
grantor has retained such extensive powers for a pres- 
ent or future right to the corpus or income as to justify 
a factual determination that the trust income, in sub- 
stance and as a practical matter, continues to be his 
income, even though perhaps the income is payable 
to or accumulated for the benefit of some one else. 


Indian Givers are very likely to be taxable on income from the 


The varied pattern of reserved rights has occasioned 
the detailed statutory regulations now included in 
Sub-Part E of the 1954 Code. These provisions are 
astutely drawn in an effort to separate genuine gifts 
from Indian gifts. 


Exclusive test of taxability to the grantor 


Sub-Part E now purports to be the whole story on 
taxing trust income to the grantor. The last sentence 
of Section 671 of the 1954 Code which provides that 
“No items of a trust shall be included in computing the 
taxable income and credits of the grantor or of any 
other person solely on the grounds of his dominion 
and control over the trust under Section 61 (relating 
to the definition of gross income) or any other pro- 
vision of this title, except as specified in this subpart,” 
is possibly the most significant change in the law on 
this subject. The taxability of Clifford-trust? income to 
the grantor was based, not on a specific provision 
(such as Section 166 and 167 of the Revenue Code of 
1939 ) taxing income to a grantor on account of reserved 
powers,* but on the “broad and sweeping language of 
Section 22(a)” of the 1939 Code, evidencing the in- 
tention of Congress to tax all income. It is now spelled 


+ That the taxpayer cannot give away income or the right to 
— income has long been clear. Lucas v. Earl, 281 U.S. 111 
(1930); Helvering v. Horst, 311 U.S. 112 (1940); Harrison v. 
Schaeffner, 312 U.S. 579 (1941). 
* Helvering v. Clifford, 309 U.S. 331 (1940). 
* Helvering v. Wood, 309 U.S. 344 (1940). 
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out that if Sub-Part E does not catch the grantor, he is 
income-tax free.* But the taxpayer's exultation in his 
theoretical freedom provided in Section 671 will re- 
ceive a jolt as he reads the remainder of Subpart 
E, for he will soon conclude that nothing of much 
value to the Indian Giver has escaped the specifica- 
tions of taxability. The only escape allowed him are a 
few rigid exceptions intentionally carved out to permit 
bona fide as distinguished from simulated ‘gifts in trust, 
with some rights nevertheless reserved to the grantor. 


Permissible trusts with ult?mate grantor control 


We now have statutory recognition of at least three 
durations for a short term trust where the grantor may 
reserve a reversionary interest and, during the period 
of trust, the grantor is free from tax on the income. 
Neither the power to revoke a trust nor the power to 
distribute or accumulate income for the benefit of the 
grantor makes the grantor taxable if the power can 
only affect the beneficial enjoyment of income after the 
duration of one of these recognized short term trusts. 
The three terms for a short term trust so singled out 
for statutory recognition are reversions to the grantor. 

1. where “the [reversionary] interest will [not] or 
may [not] reasonably be expected to take effect in 
possession or enjoyment within ten years commencing 
with the date of the transfer” Sec. 673(a), Sec. 671, 
676(b), 677(a); 

2. where “the income . . . is, under the terms of the 
trust, irrevocably payable for a period of at least two 
years .. . to a designated beneficiary of the type de- 
scribed in Section 170(b) (1) (A) (i), (ii) or (iii),” 
which means specifically designated church, school or 
hospital (not charities or general charitable uses gener- 
ally; not even to more than one specifically named 
churches, schools or hospitals, the selection to be made 
by the trustee); Sec. 673(b), 676(b), 677(a); 

3. where the reversionary interest “is not to take 
effect in possession or enjoyment until the death of the 
person or persons to whom the income therefrom is 
payable,” Sec. 673(d), 676(b), 677(a). These excep- 
tions apply to any part of a trust which is so limited. 

Sections 676 and 677 of the 1954 Code, which, for 
the benefit of historical background and a chrono- 
logical approach, we propose to consider first, both 
contain provisos that they “shall not apply to a power 
the exercise of which can only affect the beneficial 
enjoyment of the income for a period commencing 
after the expiration of a period such that the grantor 
would not be treated as the owner under Section 673 
if the power were a reversionary interest.” 

Section 674 (power to control beneficial enjoyment ) 
recognizes the validity of a like exception if the admin- 
istrative powers proscribed by Section 675 under 
penalty of taxation of income to the grantor are so re- 
stricted by the terms of the trust instrument that they 
cannot be exercised during one of the statutory pe- 
riods, we see no reason to doubt its validity, but it is 


arguable that the omission of a like specific exception 


-from Section 675 is significant. 


Other differences between Code and Clifford 


The importance of the statutory recognition of cer- 
tain short-term trusts with ownership or control there- 
after returning to the grantor should not be under- 
estimated, even though some recognition of the prin- 
ciples has heretofore been given in the so-called Clif- 
ford Regulations.® The difference in the exceptions 
permitted by such Regulations and the 1954 Code is 
that the distinction between 10 years trusts (with no 
powers in the grantor) and 15 year trusts (with 
limited administrative powers in the grantor or his 
wife) has been abolished in favor of the 10 year rule, 
with such administrative powers as are desired and 
are otherwise permissible (see 1954 Code Sec. 675). 
The two-year exception for income payable to desig- 
nated churches, schools or hospitals is new. The Reg- 
ulation recognized the validity of a reversion after 
the death of the income beneficiary only by amend- 
ment to the Regulation in 1947.° 


The power to revoke (Sec. 676) 


Based on the Revenue Act of 1924, providing that 
“where the grantor of the trust has at any time dur- 
ing the taxable year . . . the power to revest in himself 
title to any part of the corpus of the trust, then the 
income of such part of the trust for such taxable year 
shall be included in computing the net income of the 
grantor,” the Supreme Court in 1930 had no difficulty 
in concluding that the income of any trust where the 
grantor reserves the power to modify or alter the 
trust indenture is taxable to the grantor.’ Mr. Justice 
Holmes, in the opinion of the Court in Corliss v. 
Bowers, readily concluded that “the income that is 
subject to a man’s unfettered command and that he is 
free to enjoy at his own option may be taxed to him as 
his income, whether he sees fit to enjoy it or not.” 

And so Section 676 of the 1954 Code brings forward 
the old and by now well established principle that 
the power to revoke or the power to revest title in the 
grantor makes the income of the trust taxable to him. 

The same result was required under Section 166 of 
the 1939 Code where the power to revoke or power to 
revest was placed in “any person not having a substan- 
tial adverse interest,” or in such a party and the grantor 
combined. Much learning has been spent in determin- 
ing what is a “substantial interest’’ and what is “an 
adverse interest.”® This learning may be of some pres- 

* Family partnership rules are said not to be affected by Sub- 
part E. See Sen. Rep. No. 1622, 83rd Cong., 2d Sess. 364 
; C4 118 Sec. 39.22(a)-21; Reg. 111 Sec. 29.22(a)-21; T.D. 
5488, 1946-1 CB 19, amended by T.D. 5567, 1947-2 CB 9, 
purporting to be effective on and after January 1, 1946. 

* T.D. 5567, 1947-2 CB 9. See Mary W. Pingree, 45 BTA 32. 

* Corliss v. Bowers, 281 U.S. 376 (1930). 

5 Mary A. Cushing, 38 BTA 948. 


® Mary A. Wenger, 42 BTA 225, aff'd, 127 F. 2d 523 (CCA 
6th), cert. denied 317 U.S. 646 (1942). 
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ent practical use in that Section 676 of 1954 Code 
taxes to the grantor income of a trust “where at any 
time the power to revest in the grantor title to such 
portion is exercisable by . . . a nonadverse party” as 
well as the grantor alone or in combination with such 
“nonadverse party.” A “nonadverse party” is now de- 
fined by Section 672 as any person other than one who 
has “a substantial beneficial interest in the trust which 
would be adversely affected by the exercise or non- 
exercise of the power which he possesses respecting 
the trust.” While this language seems less susceptible 
of a liberal construction of “adverse interest” than the 
language of Section 166 of 1939 Code, it nevertheless 
carries out the basic ideas of the decided cases which 
in effect limit the “adverse interest” to a “beneficial” 
interest in the trust corpus or income.’® The 1954 
definition also provides that “a person having a general 
power of appointment over the trust property shall be 
deemed to have a beneficial interest in the trust.” 
It would have seemed reasonably obvious had not the 
statute made it so.™ 


Possible exceptions to rule 


But suppose a grantor or a nonadverse party has 
the power to revest in the grantor title, subject to a 
condition precedent, as, for example, the death of 
a person who has no beneficial interest in the trust. 
By its express language, Section 676 of the 1954 Code 
is applicable only in cases where the power to revest 
exists “at any time.” While these words liter rally seem 
“in any event and without reference to any 
contingency whatsoever,” the decisions under the 1939 
Code Section 166 ( whilede contains like language ) indi- 
cate that, while the grantor is not taxable where the 
power to revest is dependent upon a substantial con- 
tingency not subject to his control, he cannot escape 


to mean 


taxation if he makes the revocation dependent upon 
the giving of notice prior to the taxable year or some 
other contingency subject to his control or which is 
reasonably certain of happening. 

The 1954 Code now covers this situation. Section 
672(d) provides that “a person shall be considered to 
have a power described in this subpart (E) even 
though the exercise of the power is subject to a prece- 
dent giving of notice, or takes effect only on the expira- 
tion of a certain period after the exercise of the power.” 

The types of conditions for revesting considered by 
the courts fall in general into three classes: (1) powers 
dependent upon the lapse of time, 
pendent upon out-living another, and ( 
pendent upon need.’ 

Under the first class, power to revest at the end of 
five years has been held “vested” and the income 
taxable to the grantor, and the contingency that the 
prior death of the grantor would defeat his power 
was held immaterial.!? It now seems reasonable to 


(2) powers de- 
3) powers de- 


assume that any power to revest in less than ten years 
or upon a contingency likely to occur in ten years 


would be regarded as taxable under 1954 Code, Sec- 
tion 676 or 673(a), as the equivalent of a reversionary 
interest. 

If the contingency is outliving the income bene- 
ficiary, we now have statutory recognition of the 
validity of this contingency. Under 1939 Code, Sec- 
tion 166, it was held that the grantor was not taxable 
where the power of revocation was dependent on his 
surviving his wife, mother, brother, and sister’ or 
where the power was dependent upon the separation 
of the grantor from his wife. 

The substantiality of a condition based upon need 
will probably depend on the terms of the trust instru- 
ment and the facts and circumstances of the case. 
The power of the grantor to revest corpus only in the 
event of “serious illness or other g grave emergency” was 
held not sufficient to justify taxing the income of the 
trust to the grantor.'® On the other hand, the right to 
invade corpus has been held to create income tax 
liability in the grantor where the only requirement was 
that the grantor’s income from other sources is insuffi- 
cient for the “support, maintenance, benefit and/or 
education” of himself and his dependents.17 


Use of income for the benefit of the grantor 

Section 677 of 1954 Code preserves the basic rules 
(heretofore provided by 1939 Code, Section 167) by 
which trust income is taxable to the grantor where 
such income is, or in the discretion of the grantor or a 
nonadverse party, or both, may be either: (1) dis- 
tributed to the grantor; (2) held or accumulated for 
future distribution to the grantor; or (3) applied to the 
payment of premiums on policies of insurance on the 
life of the grantor (except policies irrevocably pay- 
able to charitable purposes). 

As pointed out, specifically excepted by 1954 statu- 
tory language is a power which can only effect the 
beneficial enjoyment of income beginning after the 
ten-year trust, the two year church, school or hospital 
trust, or the trust for the life of the income beneficiary. 

Likewise, Section 677(b) retains the specific pro- 
vision of Section 167(c)'* taxing the grantor upon the 
income actually applied or distributed for the support 
or maintenance of the grantor’s dependents. But the 


' Morton v. Commissioner, 109 F. 2d 47 (CCA 7th 1940) 
(rights to Commissioners insufficient); Mary E. Wenger, 42 
BTA 225, aff'd 127 F. 2d 523, cert. denied 317 U.S. 646 (1942) 
(duty of trustee under local law insufficient ); Latt v. Commis- 
sioner, 212 F. 2d 164 (CCA 3rd 1954) Commissioner v. Betts, 
123 F. 2d 584 (CCA 7th 1941); Corning v. Commissioner, 104 
F. 2d 329 (CCA 6th 1939). 

" See e.g. 1954 Code, §678(a), 2041. 

® Rabkin & Johnson, Federal Income, Estate and Gift Taxa- 


tion, 955.05(2). 

8 Helvering v. Dunning, 118 F. 2d 341 (CCA 4th 1941) 
cert. denied 314 U.S. 631. 

* Commissioner v. Betts, 123 F. 2d 534 (CCA 7th 1941). 


* Percy M. Chandler, 41 BTA, 165, affd on other grounds 
119 F. 2d 623 (CCA 1941). 

*® Commissioner v. O'Keeffe, 118 F. 2d 639 (CCA Ist 1941). 

” Helvering v. Evans, 126 F. 2d 270 (CCA 8rd 1942), cert. 
denied 317 U.S. 638. The difference in the criteria here, and 
those properly applicable to contingent powers of revestment 
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power or discretion so to use income does not make 
the grantor so taxable. Moreover, payment for such 
purpose out of corpus or out of income for other than 
the current taxable year are considered paid or 
credited, and taxable to the grantor under the new 
rules for trust taxation. A corresponding provision was 
contained in Section 167 (c) of 1939 Code, as 
amended. : 

Unlike Section 676 of the 1954 Code which imposes 
taxability only where the grantor has the power to re- 
vest “at any time,” Section 677 taxes the grantor where 
the income is or “may be” distributed to or accumu- 
lated for the grantor or applied to the payment of life 
insurance premiums. Literally construed, this language 
means that the requirement of the happening of any 
condition or contingency before income can be so ap- 
plied will not prevent taxation of income to the 
grantor. Thus, a grantor was held taxable on account 
of income to be accumulated for two years and then 
paid to him if he should then be living. Moreover, the 
grantor’s interest was not considered contingent where 
the accumulated income could be paid to him upon 
the termination of the trust, or to his estate if he 
should not then be alive.2° But where there is a true 
contingency other than the lapse of a short time, the 
problem is whether the remoteness of the contingency 
is to be considered, or whether, as the Treasury has 
contended, the literal statutory language is to be ap- 
plied no matter how remote the contingency. The 
courts have not accepted the extreme position of the 
Treasury.” For example, the contingency that the 
grantor survive his wife and son, before being entitled 
to accumulated income, was held to be too remote to 
require the income to be taxable to the grantor.?* But 
not all survivorship conditions make the grantor’s in- 
terest too remote.** A trust instrument may provide for 
the accumulation of income and its treatment as part 
of corpus. If it also provides for the discretionary inva- 
sion of corpus by a nonadverse interest for the benefit 
of the grantor, the accumulated income will be taxable 
to the grantor.** In the case of Commissioner v. Wil- 
son,** the trustee was authorized, upon the death of 
the grantor’s husband, to use the trust corpus, includ- 
ing accumulated income, if that was necessary to main- 


which, under the estate tax law, are sufficient to create estate 
tax liability, should be noted. See Rabkin & Johnson, Federal 
Income, Gift & Estate Taxation, §55.05(3). 

Added by §134(a) of the Revenue Act of 1943. 

Kent v. Rothensies, 120 F. 2d 476 (CCA 3rd 1941), cert. 
denied 314 U.S. 659. 

” Commissioner v. Wilson, 125 F. 2d 307 (CCA 7th 1942). 

** Commissioner v. Betts, 123 F. 2d 534 (CCA 7th 1941). 

= Henry Martyn Baker, 43 BTA 1029. 

* Kaplan v. Commissioner, 66 F. 2d 401 (CCA Ist 1933); 
Mary Ryerson Frost, 88 BTA, 1402; Everett D. Graff, 40 BTA, 
920; affd 117 F. 2d 247 (CCA 7th 1941); John B. Downie, 46 
BTA, 937, aff'd 133 F. 2d 899 (CCA 6th 1943). 

* Cox v. Commissioner, 110 F. 2d 934 (CCA 10th 1940), 
cert. denied 311 U.S. 667. 

= 132 F. 2d 255 (CCA 6th 1942). 

* Reg. 94 Act. 166-1. 

* Helvering v. Wood, 309 U.S. 344 (1940). 

* 309 U.S. 231 (1940). 
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tain the grantor in the manner in which she was ac- 
customed to live. The grantor was held taxable on the 
accumulated income, even though the future use of 
the accumulated income was conditioned upon sur- 
vivorship as well as upon need. 


Background of the Clifford rule 


The taxability of the income of a trust to the grantor 
under the so-called Clifford Regulations has been in- 
cluded in the 1954 Code as Sections 673 (reversionary 
interests), 674 (power to control beneficial enjoy- 
ment) and 675 (administrative powers). We have al- 
ready mentioned Sections 673 and 674 because of the 
exceptions therein spelled out for permissible rever- 
sionary interests and powers, the exercise of which 
can only affect the beneficial enjoyment of the income 
after the permissible revision. 

The 1936 Regulations provided that, “The grantor 
is regarded as in substance the owner of the corpus, if, 
in view of the essential nature and purpose of the 
trust, it is apparent that the grantor has failed to part 
permanently and definitively with the substantial inci- 
dents of ownership in the corpus.”** Upon the basis of 
this regulation and by means of other legal arguments, 
the Treasury made a systematic effort to have income 
tax imposed upon grantors of trusts who retained a 
reversion after a short-term trust with or without vari- 
ous powers of control. The technical distinction be- 
tween a reversion and a power of revocation delayed 
this result.2* During this period, however, the govern- 
ment was developing the argument that the grantor of 
a short-term trust may retain sufficient dominion over 
the property to be treated as the “owner” of that prop- 
erty, and that the trust income may be taxed to him 
under the broad definition of income in 1939 Code, 
Section 22(a). This approach at first met with slight 
success. Then, in 1940, the government won its point 
in the case of Helvering v. Clifford.** 

Three factors were considered by the Court in the 
Clifford Case: (1) the trust would last for only five 
years; (2) the grantor’s wife was the beneficiary; and 
(3) the grantor designated himself as trustee, and re- 
served broad powers of management over the trust 
property and discretionary power over the time of dis- 
tribution. The Court noted “that no one fact is nor- 
mally decisive but that all considerations and circum- 
stances of the kind we have mentioned are relevant to 
the question of ownership.” The Court relied heavily 
upon the fact that grantor, the trustee and beneficiary 
were all members of an intimate family group and as 
a result the grantor “has rather complete assurance 
that the trust will not effect any substantial change in 
his economic position.” 


Aftermath of the Clifford case 


Inevitably the Clifford decision led to a flood of 
litigation with varying results. Different patterns of 
reserved powers were regarded as sufficient to warrant 
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taxability of the income of the trust to the grantor. 

Then in 1943, Helvering v. Stuart?® was decided. 
There the Court indicated that, even without any re- 
version in the grantor the power of the trustees (the 
grantor, his wife and brother) without adverse inter- 
est to manage the corpus consisting of stock in the 
Quaker Oats Company, of which both g grantor and his 
co-trustee brother were executive officers, and their 
power to vary the beneficiaries, the time of payment, 
and to substitute property of equivalent value for the 
trust corpus, might make the grantor liable for tax on 
the income of the trust for adult beneficiaries and did 
make the grantor liable for tax on the income of the 
trust for infant beneficiaries because the infant bene- 
ficiaries were dependents of grantor and income was 
applied to their support. Many issues were left open 
by this decision which raised more questions than it 
answered. 

The Treasury set out to analyze and put in the form 
of regulations the bases of taxability to the grantor 
under Section 22(a) of the 1939 C ode. By T. D. 5488 
issued December 29, 1945,2° the Clifford Regulations 
were promulgated. They were substantially amended 
by T. D. 5567, issued June 30, 1947.3! The regulations 
claim to resolve the present difficulties of application 
by defining and specifying those factors which demon- 
strate the retention by the grantor of such complete 
control of the trust that he is taxable on the income 
therefrom under Section 22(a). The nature of the 
trust property, the nature and extent of the powers 
and controls retained, the relationship of the bene- 
ficiary to the grantor, the duration of the trust, the 
combination of these factors differ in practically every 
case. The Commissioner, although without power to 
legislate or even power to issue regulations on this 
particular subject, felt justified in his effort to intro- 
duce some appearance of definiteness into an admit- 
tedly uncertain and confused situation. 

Both Regulations and Code represent a departure 
from the doctrine of the Clifford case in one very sig- 
nificant aspect. In both Regulations and Code it is 
stated that the presence of any one of a number of 
factors will cause the trust income to be taxed to the 
grantor irrespective of all the other surrounding cir- 
cumstances. Under the Regulations where the term of 
the trust was more than ten years and not less than 
fifteen years, a combination of factors might be con- 
sidered. But the fifteen year rule has been abolished 
by the new Code. 

The Clifford case and the Court decisions attempt- 
ing to apply that case have all emphasized that no one 
factor was decisive in determining the question of 
fact whether the grantor, in substance and as a prac- 
tical matter, remained the owner of the trust corpus. 
In every case the Court considered all of the facts 
and circumstances in arriving at a decision and em- 
phasized that no one fact could be conclusive. 

Except for the more generous treatment of certain 


tax exempt charitable beneficiaries, neither the Clif- 
ford Regulations nor the 1954 Coda have put any em- 
phasis on the relationship of the beneficiary to the 
grantor. The intimate family group and family solidar- 
ity, we had thought, was the foundation stone of the 
Clifford decision. There was no indication to the con- 
trary in the Stuart case. The Courts have all seemed 
inclined to apply more stringent tests where the 
grantor and beneficiaries are closely related. 


Reversionary interests; short-term trusts (Sec. 673) 

As we have seen, any reversionary interest (except 
after ten years, or after two years in the case of identi- 
fied churches, schools or hospitals, or after the life of 
the income beneficiary) makes income of the trust 
taxable to the grantor. 

But suppose the trust may last and so the reversion 
not take effect, until the happening of some event, 
which may occur before or may occur after ten years. 
The key words in Section 673 are “if the (reversion- 
ary) interest will or may reasonably be expected to 
take effect in possession or enjoyment.” The Regula- 
tion used similar language and also stated that “where 
the grantor’s reversionary interest is to take effect in 
possession or enjoyment by reason of some event other 
than the expiration of a specific term of years, the trust 
income is nevertheless attributable to him if such event 
is the practical equivalent of the expiration of a period 
less than 10 or 15 years, as the case may be.” The ex- 
ample was given of a trust where the corpus is re- 
turned to the grantor or his estate on graduation from 
college or prior death of his son, who is eighteen years 
of age at the date of transfer in trust. The income was 
said to be taxable to the grantor.*? Where the corpus 
or income is to be reacquired if the grantor survives 
any “stated contingency which is of an insubstantial 
character,” the Clifford Regulations stated that income 
was taxable to the grantor. The example given was 
that of a grantor taxable where the trust income is to 
be paid to the grantor’s wife for three years, and the 
corpus then returned to the grantor if he survived such 
period, or paid to the grantor’s wife if he was already 
deceased.** 

The non-taxability of income to the grantor in the 
case of the reversion of the life income beneficiary 
was recognized by the 1947 amendment to the Regu- 
lations** and is also recognized by Section 673(c) of 
the Code. 

Likewise, both Regulations and Section 673(b) 
recognize that the postponement of the dates specified 
for reacquisition are to be treated as a new transfer in 


” 317 U.S. 154 (1942). 

* 1946-1 C.B. 19. 

* 1947-2 C.B. 9. 

Reg. 118 §39.22(a)-21(c) (2). 

Item §39.12(a)-21(c) (8). 

* T.D. 5567, issued June 30, 1947. 

*® Reg. 118, §39.22(a)-21(c) (4). 

* Helvering v. Achelis, 112 F. 2d 929 (CCA 2nd 1940); 
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trust; with a proviso that income for any period shall 
not be included in the income of the grantor by reason 
of the preceding sentence if such income would not 
be so includable in the absence of such postponement. 
The example of the Regulation is that of the grantor 
placing property in trust for the benefit of his son, 
with the provision that, upon the expiration of 12 
years or the earlier death of the son, the property is 
to be paid over to the grantor or his estate. Neither 
the grantor nor his wife has any power of administra- 
tion. After the expiration of nine years, grantor ex- 
tends the term of the trust for an additional two years. 
Grantor is considered to have made a new transfer in 
trust for a term of five years; but he is not taxable on 
the income of the trust the first three years of such 
term, because he will not be taxable thereon if the 
term of the trust had not been extended. He is, how- 
ever, taxable for the remaining two years.*° 

Prior to the Clifford Regulations, in the absence of 
other reserved powers, which were considered a factor, 
a short-term reversion standing alone was not regarded 
as sufficient to allow the taxability of the income of 
the trust to the grantor.*® 


Clark dictum not very reliable 
Clark, 202 F 
on December 1, 


In Commissioner v. 2d 94 (CCA 7th, 
1953 ) 1941, each trans- 
ferred stock to trustees to pay the income for five years 
to a tax-exempt charity. The purpose was to help the 
charity build a home for the care of the aged. In view 
of the war and increased costs, it soon became evident 
that the income given would be insufficient for the 
purpose and on December 1942, the trusts were 
extended for an additional five years, which made the 
trust expire ten years after the original date and nine 
years after the amendment extending the term. On 
June 29, 1943, other similar trusts were created for a 
ten year period. The taxpayer's father had been one 
of the three founders of this charity and three close 
relatives were members of the nine-man board of di- 
rectors. The grantors, however, had no control over 
the charity and received no benefit from it. There was 
no accumulation or reversion of the income to the 
grantors; they had only the right to get back the cor- 
pus at the end of the stipul: ited period, 

The Commissioner taxed the income from all these 
trusts to the grantors for 1944, 45 and 46. In the Tax 
Court it was conceded that the grantors were not 
taxable on the income for 1944 and 1945, and that no 
tax was due for any year on the income of the ten- 
trust. However, the Commissioner insisted that 


two sisters, 


year 


Commissioner v. Chamberlain, 121 F. 2d 765 (CCA 2nd 1941); 
Helvering v. Bok, 182 F. 2d 365 (CCA 8rd 1942); Central 
Pank of Cleveland v. Commissioner, 141 F. 2d 352 (CCA 6th 
1944): Cf. Commissioner v. Lamont, 127 F. 2d 875 (CCA 2nd). 

7 The IRS has indicated that it will follow the Clark case on 
“identical” facts, i.e., where a trust was extended prior to 1946 
so that it would have a 10-year term and where there are 


charitable beneficiaries. Rev. Rul. 54-48. I. R. B, 1954-6,5. 
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under the Clifford Regulations the 1946 income of 
the trust which ran but nine years from the date of 
the 1942 extension was taxable to the grantors, thus 
squarely presenting the contention that the Regula- 
tion had the statutory effect of changing the law. The 
Tax Court, with three dissents, held for the taxpayers. 
The Circuit Court of Appeals held that the Regula- 
tion should not be applied to the trust which had been 
in existence four or five years prior to its promulgation; 
and that as of June 1, 1946, the duration of the trust 
was ten years. However, the court made its decision 
on the ground that the Regulation was void because 
unreasonable, arbitrary and The 
court said: 


Dumas °* 


unconstitutional. 


“It is a result based upon fiction rather than the 
actuality of the situation. The result is so unreason- 
able and unfair as to be shocking. The Regulation is 
in conflict with Section 22(a) and with all adjudi- 
cated cases. We think it is void.” 


The court further stated that not even Congress itself 
could set up such a conclusive presumption on the 
question of fact as to the ownership of income, for it 
has been held to violate due process to require the 
payment of tax on one person’s income measured by 
the income of another. 

We do not advocate the creation of a reversion after 
nine years where a ten year trust would do just as well, 
on the assumption that the dictum of the Clark case 
will be applied to Section 673.7 In most cases where 
the trust has already been created, chances are that 
other factors in addition to an earlier than ten year 
reversion will be present. If not, the power of Congress 
to raise such a conclusive presumption will indeed be 
an interesting one. 


Retention of power to determine beneficial enjoyment 


Under subdivision (b) of the Clifford Regulations, 
as under Section 674 of the 1954 Code, the grantor is 
taxable on income of a trust, even though it is a long 
term trust with no possibility of a reversion to the 
grantor, where the grantor or a nonadverse party, or 
both, has’ a power of disposition over the beneficial 
enjoy ment of the corpus or income, even though such 

















yJower cannot be exercised for the benefit_of the 





grantor. 

The statute lists eight exceptions to its general rule. 
These exceptions would cover the following powers, 
regardless of the identity of the holders of such powers 
(whether the grantor should be a nonadverse party or 
not): 


1. A power to apply income to the support of de- 
pendents. 

2. A power affecting beneficial enjoyment only 
after the expiration of a ten-year period, after a 
two-year period for designated churches, schools or 
hospitals, or after the life of the income beneficiary. 
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| 3. A power exercisable only by will (except where 
V the income is accumulated for testamentary dis- 
position by the grantor or may be accumulated for 


such disposition in the discretion of the grantor or a 
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nonadverse party ). 

4. “A power to determine beneficial enjoyment of 
corpus or income where such corpus or income is 
irrevocably payable to charitable donees. 

5. A power to distribute corpus, if such power is 
either limited by a reasonably definite standard set 
forth in the trust agreement, or if such power re- 
quires payment to a current income beneficiary 
whose proportionate share of the trust corpus is 
chargeable with the distribution. 

6. A power to pay or accumulate income to or 
for a current beneficiary, provided the accumulation 
must ultimately be payable either to the benefi- 
ciary, to his estate, to his appointees under a broad 
special power of appointment, or to current income 
beneficiaries, upon the termination of the trust for 
distribution of corpus, in shares irrevocably speci- 
fied in the trust instrument. 

7. A power to distribute or to accumulate income 
during the disability of a current income beneficiary 
or during the minority of an income beneficiary. 

8. A power to allocate receipts and disbursements 
between corpus and income, even though the power 
is expressed in broad terms. 


A broader exemption applies powers exercisable by 
independent trustees. In these cases, if the power is 
solely exercisable by a trustee or trustees, none of 
whom is the grantor and no more than half of them 
are related or subordinate parties** who are subservi- 
ent to the grantor, the power may authorize the allo- 
cation of income or corpus among a class of benefi- 
ciaries. In addition, if the power is solely exercisable 
by a trustee or trustees, none of whom is the grantor 
or spouse living with the grantor, the power may au- 
thorize the allocation of income among a class of bene- 
ficiaries provided the power is limited to a reasonably 
definite external standard. 

The power to include after-born or after-adopted 
children is not regarded as a power to add beneficia- 
ries (Section 674(b) 5(b) and (d)). 

The court decisions support the underlying princi- 
ple that the power to direct the disposition of the cor- 
pus or income is practically equivalent to ownership, 
even though the grantor cannot exercise the power 
for his own benefit.®® 

The distinction between the breadth of powers 
granted an independent trustee and those which may 
be granted to a subservient trustee find support in the 


cases. In general, there would seem to be a stronger 
basis for taxing the grantor where he retained power 
of disposition of principal or income, where these fac- 
tors occur alone, than where a short term reversion 
occurs alone.*® 





In the preparation of any instrument granting dis- 
cretionary powers, either to the grantor or a nonad- 
verse trustee or to an independent or adverse trustee, 
it is most important to read and reread Section 674. It 
is just as easy to use statutory language to bring your- 
self within an exception as it is to approximate it or 
paraphrase it even if you ultimately win the lawsuit. 


Administrative powers can create taxability 


The 1954 Code, Section 675, like subdivision (e) of 
the Clifford Regulations, provides that the income of 
a trust, irrespective of its duration, is taxable to the 
grantor, if administrative control is exercisable pri- 
marily for the benefit of the grantor, rather than the 
beneficiaries. Under this general explanatory pro- 
vision the Regulation listed four types of power. Sec- 
tion 675 does not contain the general provision but 
lists merely four types of power, substantially the same 
as those set fourth in the Regulation. The absence of 
the general provision seems significant in view of the 
last sentence of Section 671 negativing the intention to 
tax in the absence of a power specifically named in 
Sub-Part E. The four situations are: 


1. Power to deal for less than adequate and full 
consideration. The power exercisable by the grantor 
or a nonadverse party, or both, without the approval 
or consent of an adverse party, which enables the 
grantor or any person to purchase, exchange or other- 
wise deal with or dispose of the corpus or the income 
for less than an adequate consideration in money or 
moneys worth, makes the grantor subject to tax on the 
trust income. 

This power could be equivalent to the power to 
revoke, which would be taxable to the grantor under 
the specific provisions of Section 676. This is certainly 
true if under the facts of the particular case and the 
provisions of the trust instrument, the power is one re- 
served for the benefit of the grantor rather than a 
fiduciary power, so that he can buy from or sell to the 
trust at a nominal figure. This result is in accord with 
the conclusion reached by the court in the absence of 
the regulation or statute.*! 


2. Power to borrow without adequate interest or se- 
curity. The power exercisable by the grantor or a non- 
adverse party, or both, which enables the grantor to 
borrow the corpus or income, directly or indirectly, 


* 1954 Code, §672(c) defines such parties. 

*® Commissioner v. Buck. 120 F. 2d 775 (CCA 2nd 1941): 
Brown v. Commissioner, 131 F. 2d 640 (CCA 8rd 1942): 
Foerderer v. Commissioner, 141 F. 2d 53 (CCA 3rd 1944); 
George v. Commissioner, 143 F. 2d 837 (CCA 8th 1944); Ingle 
v. McGowan, 189 F. 2d 785 (CCA 2nd 1951); Contra: Hawkins 
v. Commissioner, 152 F. 2d 221 (CCA 5th 1945); Hall v. 
Commissioner, 150 F. 2d 304 (CCA 10th 1945); Carman v. 
U.S., 75 F. Supp. 717 (Ct. of Clms. 1948). 

” See Helvering v. Stuart, 317 U.S. 154 (1942). 

*t Chandler v. Commissioner, 119 F. 2d 623 (CCA 3rd 1941): 
David M. Hyman, 44 BTA 1009 (1941); Ellis H. Warren, 45 
BTA 379 (1941); 1383 F. 2d 312 (CCA 6th 1942); Leslie H. 
Green, 7 T.C. 263 (1946) aff'd 168 F. 2d 994 (CCA 6th 1948); 
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without adequate interest or adequate security, makes 
the grantor subject to tax on the trust income. There is 
an exception where a trustee (other than the grantor ) 
is authorized under a general lending power to make 
loans to any persons without regard to interest or se- 
curity, in which case the power does not render the 
grantor subject to income tax. 

A power to borrow money at an inadequate interest 
rate gives the grantor, to that extent, a power to get 
the income of the trust. A power to borrow without 
adequate security gives rise to the possibility of re- 
covery of the corpus by the grantor. Especially where 
the grantor has reserved these powers for his own 
benefit, he has retained a substantial interest in the 
trust and its income. Some of the cases have men- 
tioned such powers to borrow along with other cir- 
cumstances as justifying the treatment of the grantor 
as the owner of the trust.4? However, no decision has 
come to our attention where this factor alone was 
deemed decisive. If the power to lend has never been 
exercised and there are no other adverse factors, a 
challenge of the reasonableness of the statute along 
the lines of the Clark case might be indicated. 


3. Actual unpaid loans to grantor. Regardless of the 
power to make loans, if the grantor has directly or in- 
directly borrowed the corpus or income and has not 
comple tely repaid the loan, including any interest, be- 
fore the beginning of the taxable year, this fact alone 
renders the entire income taxable to the grantor. There 
is an exception in the case where a loan for adequate 
interest and adequate security is made by a trustee 
other than the grantor or a related or subordinate 
trustee subservient to the grantor. 

Where a grantor has established a trust with the 
prior understanding that the entire corpus is to be 
immediately lent to him without security, and such 
loan has not been repaid, it may well be that the trust 
lacks reality. The courts have held in such cases that 
no gift was really made and that the trust corpus con- 
sists solely of an ‘enforceable gratuitous promise to 
make a oift.* 

The last sentence of Section 675 (3) of the Code 
recognizes and corrects a weakness in the Regulation 
which would have attempted to tax to the grantor the 
income of a trust if a nonadverse party trustee with 
general lending power made a loan to grantor for fair 
interest and with adequate security in case the loan 
Estate of O. M. Banfield, 4 T.C. 29 (1944). 

Hash v. Commissioner, 152 F. 2d 722 (CCA 4th 1945); 
cert. denied 328 U.S. 838, rehearing denied 328 U.S. 879. 

Johnson v. Commissioner, 86 F. 2d 710 (CCA 2d 1936) 
(deduction for interest paid on the grantor’s debt to the trust 
disallowed ); Guaranty Trust Co. v. Commissioner, 98 F. 2d 62 
(CCA 2nd 1938) and Estate of Connell, 20 T.C. No. 129 
(1953) (both disallowing a debt to such a trust as a deduction 
for estate tax purposes on the ground that it was not a debt 
incurred for adequate consideration ). 

“See Edward D. Sultan, 18 T.C. 715 (1952); Thomas H. 
Brodhead, 18 T.C. 726 (1952); Kohl v. Commissioner, 170 F. 


2d 531 (CCA 9th 1948); G. West v. Commissioner, 214 F. 2d 
300 (CCA 5th 1954). 
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was not repaid before the end of the taxable year. 


4. Nonfiduciary administrative powers. Certain 
powers of administration exercisable by any person in 
a nonfiduciary capacity or by any person without the 
approval or consent of any person in a fiduciary capac- 
ity renders the grantor taxable on trust income. The 
powers of administration referred to include: 

(a) power to vote or direct the voting of stock held 
in trust; 

(b) power fo control or veto an investment to the 
extent that the trust funds consist of stock or securities 
of a corporation. In either case, however, the holdings 
of the grantor and the trust in the corporation must be 
significant from the viewpoint of voting control. This 
limitation that stocks or securities must have a signifi- 
cance from the viewpoint of voting control is not in 
the Clifford Regulation but was added by the 1954 
Code. The addition of the limitation recognizes a flaw 
in the regulation; 

(c) a power to reacquire the trust corpus by sub- 
stituting other property of an equivalent value is like- 
wise one of the powers which, if exercisable in a non- 
fiduciary capacity, renders the income of the trust 
taxable to the grantor. 

It is important to note that to impose taxability upon 
the grantor, the powers must be exercisable in a non- 
fiduciary capacity and also that the securities must 
have a significance from the view point of voting con- 
trol. The latter does not apply in the case of the power 
to reacquire trust corpus by substituting equivalent 
property. This power seems to be of questionable 
validity as a conclusive presumption that ownership 
is in the grantor. The grantor’s only power over the 
corpus is purely incidental. It cannot reduce the value 
of the corpus, because the substitution of property of 
an equivalent value is premised. 

It is possible that the transfer in trust of an interest 
in a family partnership may reserve powers which 
would be fatal under Subpart E even if the transfer 
stands the test of Section 704(e) of the 1954 Code.*4 


Powers held by other parties; presumption 


A related or subordinate party is defined by Section 
672 (c) as either (1) the grantor’s spouse living with 
the grantor; or (2) any one of the following: the 
grantor’ father, mother, issue, brother or sister; an 
employee of the grantor; a corporation or any em- 
ployee of the corporation in which the stock holdings 
of the grantor and the trust are significant from the 
viewpoint of voting control; a subordinate employee 
of the corporation in which the grantor is an executive. 
However, for purposes of Sections 674 (power to con- 
trol beneficial enjoyment) and 675 (administrative 
powers ), while such a related or subordinate party is 
presumed to be subservient to the grantor with respect 
to the exercise or nonexercise of a power, the grantor 
may show by a preponderance of the evidence that 
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such a party is not subservient. On the other hand, for 
purposes of Sections 676 (power to revoke) and 677 
(income for benefit of a grantor) the power is attrib- 
uted to the grantor if it is held by a nonadverse party, 
regardless of his relationship to the grantor. 


Other person treated as substantial owner 


It has long been law that where a person furnishes 
the consideration to the nominal grantor of a trust, 
the furnisher of consideration may be taxed as the 
true grantor.*° 

The reciprocal trust is another type case in which 
the “real” grantor is recognized for tax purposes. In 
the case of Lehman v. Commissioner,*® property trans- 
ferred in trust by decedent's brother was held includ- 
able in the decedent’s estate, where the decedent as 
consideration for the creation of this trust had set up 
a trust with identical property for the benefit of his 
brother. The courts have been able to spell out mutual 
consideration where each grantor knew that the other 
was simultaneously creating his own trust.*? There is 
no reason to believe that the above rules were changed 
by the present Code provisions. 

Furthermore, the Clifford rule has been extended 
to impose tax upon the trust beneficiary who was not 
taxable under 1939 Code Sections 161 and 162.4% Ef- 
fective with taxable years beginning after December 
31, 1945, the Regulations provide ‘ “Where a person 
other than the grantor of property transferred in trust 
has a power exercisable solely by himself to vest the 
corpus or the income ther efrom in himself, the income 
therefrom shall be included in computing the net in- 
come of such person.”*® The substance of this, the 
Mallinckrodt Regulation, has now become a part of 





To put it briefly ... 


WILLIAM E. Murray of the New York bar sums 
up this way: 

While the new statutory criteria for determin- 
taxability under the Clifford doctrine follow 
the pattern of the Regulations, nevertheless there 
is a systematic alleviation of the harsher restric- 
tions and a delineation between permissible (tax- 


Ing 


immune) and prohibited (tax-imputing) powers 
of grantors. 

In general, the grantor of a trust is taxed if he 
retains certain: 

1. reversionary interests (Section 673); 

2. powers to control beneficial enjoyment (Sec- 
tion 674); 

3. administrative powers (Section 675); 

4. powers of revocation (Section 676); or 

5. if the income therefrom may be used for 
his benefit (Section 677). from a recent 
article in Trusts and Estates. 














Section 678 of the 1954 Code. The Code also adopts 
the complementary principle also set forth in the Mal- 
linckrodt Regulation that a beneficiary having such 
power to vest the principal in himself, being treated 
as the owner, if he makes any of the grants subscribed 
by the other portions of Subpart E (Sections 671-677) 
he thereby subjects himself to liability the same as 
any other grantor. 

An exception is provided where, under the rules of 
Subpart E, the grantor is taxable, thus avoiding the 
possibility of double taxation and making it clear that, 
as between the two, the grantor is the more guilty and 
the one more likely to be sought out by the tax col- 
lector. (Section 678 (b).) 

Section 678 (c) also excepts from income taxation a 
person who has the power as trustee to apply such in- 
come to the support or maintenance of his dependents, 
except to the extent that the income is actually so ap- 
plied. This provision is consistent with Section 677(b) 
and 674 (b) (1) of the 1954 Code, which accord the 
same treatment to grantors who have the power to 
apply income to the support of their dependents. 

Section 677 (d) provides an escape for the poor 
donee who does not know he is possessed of the power 
to vest the corpus or income in himself. If he re- 
nounces or disclaims within a reasonable time after 
becoming aware of the existence of this unfortunate 
power, he escapes the tax consequences thereof. 

This takes us back to the beginning principle that, 
if you truly give away the property which you have, it 
is possible for you to escape the incidence of taxation 
on the income therefrom. Anything less than a full 
gift makes you in some respects an Indian Giver; and 
if in any respect you are an Indian Giver, it would be 
wise tc read Subpart E before building up any illu- 
sions that by making a qualified gift you have escaped 
income taxation on income from the property so given. 


Mr. Dumas is a member of the Alabama bar and a 
partner in the Birmingham law firm of Dumas, O’Neal 
> Hayes. He holds an LL.B. from Harvard, an LL.M. 
from George Washington, and an S.J.D. from George- 
town. He was elected to the Alabama Legislature in 
1946. 


* Jackson v. Commissioner, 64 F. 
George W. Sweeney Estate, 4 T.C. 
(CCA 2nd 1945) (estate tax case); Grace D. Sinclaire Estate, 
13 T.C. 742 (1949). Cf. Plimpton v. Commissioner, 135 F. 2d 
482 (CCA Ist 1943). 

“© 109 F. 2d 99 (CCA 2d 1940); cert. denied 310 U.S. 637. 

“ See Cole Estate v. Commissioner. 140 F. 2d 636 (CCA 8th 
1944); Hanauer Estate v. Commissioner, 149 F. 2d 857 (CCA 
2nd 1945); cert. denied 326 U.S. 770; Orvis v. Higgins, 180 
F. 2d 587, cert. denied 340 U.S. 810. Cf. Lueders Estate v: 
Commissioner, 164 F. 2d 128 (CCA 3d 1947) reversing 6 T.C. 
587; Tobin v. Commissioner. 183 F. 2d 919 (CCA 5th 1950); 
reversing 11 T.C. 928; cert. denied 340 U.S. 904. 

“8 Richardson v. Commissioner, 121 F. 2d 1 (CCA 2nd 1941); 
Mallinckrodt v. Nunan, 146 F. 2d 1 (CCA 8th 1945); Flato v. 
Commissioner, 195 F. 2d 580.(CCA 5th 1952). 

“Reg. 111 & 118 §29.22(a)-22, as amended by T.D. 5488 
(Dec. 29, 1945). 


2d 359 (CCA 4th 1933); 
265, affd 152 F. 2d 102 
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and distributions 


“EDITED BY JACKSON Ll. BOUGHNER, LL.B., CPA 





Proposed Regulations reveal Commissioner's 


attitude toward controversial areas 


Q INCE THE PROPOSED REGULATIONS re- 
\ veal the IRS’ attitude on interpreta- 
tion of the new Code, we will for the 
next month or two bring readers com- 
ment on these Regulations by some of 
our contributors who are especially fa- 
miliar with Sub-Chapter C. Thomas S. 
Sly, of LeForgee, Samuels & Miller, 
Decatur, Ill., writes us as follows on 
Section 355 Regulations. 


Controlled corporations 

The regulations regarding distribu- 
tion of stock and securities of a con- 
trolled corporation, as provided for by 
Section 355 of the 1954 Code add little 
to the statutory language and the Sen- 
ate and Conference Committee Reports. 
They do provide some indication of 
the Commissioner’s attitude regarding 
two important areas of potential contro- 
versy. 

For a distribution of stock to be tax 
free the Code requires that the distrib- 
corporation and the controlled 
corporation whose stock is distributed 
must have each been engaged in the 
active conduct of a trade or business 
throughout the five year period ending 
on the date of distribution. The statute 
furnishes no guide as to what activities 
the conduct of a trade or 


uting 


constitute 
business. 


What is trade or business? The Confer- 
ence Committee Report states that a 
trade or business which has been ac- 
tively conducted throughout the five 
year period will qualify even though the 


trade or business underwent change, 


for example, by the addition of new, or 
the dropping of old, products, changes 
in production capacity and the like, and 
the regulations repeat this statement. 
Section 1.355-1(c) of the new Regula- 


tions mentions three situations which 
the Commissioner will not consider as 
constituting the active conduct of a 
trade or business within the meaning 
of this section. These situations are: 

1. Holding property as an investment. 
For example, a corporation owns and 
operates an office building and also 
owns vacant land; ownership of the 
vacant land is not a trade or business. 

2. Ownership of land or buildings 
substantially all of which are occupied 
by the owner in the conduct of its trade 
or business. For example, a corporation 
engaged in manufacturing owns the 
factory building in which it conducts 
its business. Ownership of the factory 
building is not a trade or business. How- 
ever, if the corporation leases a sub- 
stantial portion of the premises to 
others, ownership and operation of the 
building may qualify as a trade or 
business. 

3. A segment of a business operation 
does not constitute a separate trade or 
business unless it directly produces in- 
come. For example, the research and 
development department of a manufac- 
turing corporation i: not engaged in 
the active conduct of a trade or busi- 
ness. 


Separate books not required. The orig- 
inal House bill contained a requirement 
that the corporation whose stock is 
distributed must have kept separate 
books and records during the five year 
period preceding the distribution. This 
requirement does not appear in the 
Code, and the Commissioner has not 
attempted to introduce any such re- 
quirement into the Regulations. Ex- 
amples in the Regulations of activities 
which will be considered a trade or 
business show that it is not necessary 
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that the business be operated as a 
separate branch or division prior to the 
distribution. For example, a corpora- 
tion can separate the activities of dif- 
ferent plants. It can also divide the 
activities conducted under one roof 
between two corporations, as for ex- 
ample, retail and wholesale sales opera- 
tions. The examples in the Regulations 
point up the fact that where expansion 
is anticipated within five years of a 
Section 355 distribution, tax planning 
of the various steps is most important. 


The tax-avoidance motive. The statute 
requires that the transaction not be used 
“principally as a device for the distribu- 
tion of the earnings and profits of the 
distributing corporation, or the con- 
trolled corporation, or both,” and states 
that a sale of the distributed stock or 
securities subsequent to the distribution 
shall not of itself be construed to mean 
that tax avoidance was a principal pur- 
pose. The regulations at Section 1.355- 
2(c) unfortunately depart from the 
statutory language. They state that a 
distribution will not be tax free “where 
carried out for purposes not germane 
to the business of the corporations.” 
Congress certainly intended to incorpo- 
rate the doctrine of the Gregory case 
into the statute by providing that liberal 
compliance with the technical provi- 
sions would not suffice if the dominant 
purpose was tax avoidance. The Com- 
mittee Reports clearly indicate that the 
business purpose required might be the 
business purpose of the shareholders as 
well as the business purpose of the 
corporations themselves. The require- 
ment that the purpose be germane to 
the business of the corporations adds 
little to the legislative language and 
may be a source of difficulty to some 
taxpayers. 

No one experienced in corporate re- 
organizations will be surprised to find 
that the regulations fail to provide an- 
swers in specific situations. The only 
safe practice in the future, as in the 
past, is to obtain an advance ruling be- 
fore proceeding with such a transaction. 


Other distributions 


J. C. Hodges, manager of the tax 
department, National Cylinder Gas Co., 
Chicago, draws attention to what seems 
to be a deviation from Congressional 
intent in the proposed Regulations. 

A review of Sections 311, 312, 316, 
and 317 of the Regulations, he says, 
brings out several matters of which the 
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taxpayer and tax man should take note. 

One sentence brings into the Regu- 
lations the doctrine of the Court Hold- 
ing Company decision (324 U.S. 331). 
This, it will be recalled, was a case 
where a corporation negotiated to sell 
its property, but before the sale was 
completed, on advice of counsel, it 
called off the sale. The corporation then 
transferred the property to its stock- 
holders by means of a liquidating divi- 
dend. The stockholders in turn sold 
the property to the same buyers who 
had negotiated with the corporation. 
On these facts, the United States Su- 
preme Court held that the stockholders 
had, in fact, sold the property on behalf 
of the corporation. As a result, both the 
corporation and the stockholders were 
taxable on the transaction. 

Thus care should be used in the case 
of dividends in kind, whether liquidat- 
ing or otherwise, to see that the stock- 
holders originate the sale of property 
received after its transfer from the 
corporation. 

The taxpayer should also note with 
respect the proposed Regulations on 
Section 316, which has to do with the 
amount of dividend taxable to 
corporate stockholders where the value 
of the property exceeds the amount of 
corporate earnings and profits. 

Regulations, Section 1.316-1(a) (3) 
provide that the amount taxable to the 
shareholder as a dividend under Sec- 
tion 301(c) is the entire fair market 
value of the property distributed. Thus 


non- 


under the regulations it is immaterial 
that the corporate earnings may be less 
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than the value of property distributed. 

This places the Regulations in de- 
cided conflict with Congressional intent 
as set forth in both the Senate Finance 
Committee and the House Ways and 
Means Committee reports. Each of the 
committee reports sets out similar ex- 
amples to show that the amount of the 
dividend taxable to the non-corporate 
stockholder was to be limited to the 
amount of earnings and profits of the 
corporation even though the value of 
the property distributed exceeded such 
earnings and profits. 

It seems to be apparent that the 
regulations were written to incorporate 
the rule of the Hirshon and Godley 
cases, because Congress did not see fit 
to provide language in the 1954 Code 
to carry out the legislative intent as 
contained in the committee reports. 
(See full discussion of these cases in 
the January 1955 issue of THE JouRNAL 
OF TAXATION. ) 

No doubt in the near future courts 
will have occasion to take another look 
at the rule of the Hirshon and Godley 
cases as reflected in the proposed Regu- 
lations, and will be more influenced by 
the clear intent of Congress than was 
the Treasury Department. 


Sections 333 and 334 


George L. Weisbard tells us that he 
finds the proposed Regulations on Sec- 
tions 333 and 334 are very similar to 
previous Regulations, and deal with 
mechanics, hence that extended analy- 
sis will not be needed by most practi- 


tioner. 


Better take another look at basis arising 


from insolvency reorganizations 


M° TAX MEN feel no pangs of con- 
1 science in failure to keep abreast 
of developments in the law of insol- 
vency reorganizations. Over twenty-five 
years have elapsed since the great de- 
the thirties started, and 
look as a bad 
nightmare, which we hope will never 
return. 

However, there are many corpora- 
tions which grew out of that depres- 
sion which have date been 


pression of 


many of us upon it 


not to 


thoroughly audited by the Internal 
Revenue Service. They are carrying 
their assets on their books at a figure 


which may or may not stand up if 
tested in the courts. 

When such a corporation plans to 
sell its principal asset, knotty prob- 
lems can arise as to the correct basis. 
If you can establish that the reorgani- 
zation was tax free, you can use the 
predecessor’s basis. Your next step is 
to find what that basis is. This can often 
prove difficult, because the records of 
these old corporations have often been 
destroyed. The IRS will send you 
copies of the old tax returns, but will 
not necessarily accept the figures shown 
on them. 








The problems involved are pointed 
out graphically by two recent cases. 
In Bryant Heater Company, TCM 1954- 
201, the stockholders of a distressed 
corporation caused its assets to be 
transferred to a new corporation in re- 
turn for preferred stock. Sixteen years 
later, the new corporation sold all of 
its assets, and used its predecessor's 
basis in determining the gain. The 
Commissioner came in at this late date 
and claimed the original transaction 
was not tax free. During the intervening 
years, the taxpayer had computed its 
depreciation on its predecessor’s basis, 
and the Commissioner had not chal- 
lenged the deductions. 

The taxpayer prevailed under Sec- 
tion 113(a) (7) (A) of the 1939-Code, 
a provision applicable only to reorgani- 
zations that took place before January 
1, 1936. It was necessary to prove the 
fair market value of the assets trans- 
ferred in the reorganization. One would 
think that after having accepted the 
basis figures for sixteen years, the Com- 
missioner would be estopped from forc- 
ing the taxpayer to dig into old records 
and establish old values. But he isn’t. 

In Stockton Harbor Industrial Com- 
pany v. Commissioner, decided Nov. 1, 
1954, by the Ninth Circuit, the tax- 
payer had assumed for eight years that 
it had bought its assets, not obtained 
them in a tax-free reorganization. When 
it started selling them, the Commis- 
sioner denied it the right to use cost, 
and forced it to use its predecessor's 
basis, which in this case was lower. 
The principal stockholder had treated 
the transaction as a taxable one on his 
return, and had deducted a loss on it, 
which had not been disallowed. 

In that case, Stuart L. Rawlings 
formed a new corporation, paying $30,- 
000 for 51% of its stock, and lending 
it $20,000. The assets of a distressed 
corporation were transferred to it, and 
the stockholder of the distressed cor- 
poration received 49% of the stock. As 
finally consummated, the new corpora- 
tion delivered 49% of its stock and 
$25,000 to the old corporation, which 
used the cash to pay interest and taxes, 
and distributed the stock to its stock- 
holders. 

The precise legal question was 
whether the transfer was solely for 
stock, as required by the statute. The 
taxpayer took the position that it ac- 
quired its assets for stock and cash of 
$25,000. The government contended 
that the $25,000 was not paid for the 
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assets, was paid on liabilities which 
were in existence prior to the organiza- 
tion, and which the taxpayer had as- 
sumed and employed this method to 
pay. After a thorough review of all the 
cases, the court adopted the govern- 
ment’s position. 

The 1954 Code has in no way elim- 
inated this problem. In the first place, 
it is not applicable to reorganizations 
that took place prior to 1954. In the 
second place, it made no change in the 
language of the provisions relating to 
insolvency reorganizations. 

Corporations that “went through the 
wringer” in the thirties would be well 
review the exact circum- 
stances and determine whether they 


advised to 


are using the correct basis for deprecia- 
tion purposes. It may well be that they 
are entitled to much more or less than 
they are presently claiming. 
Corporations that are going through 
an insolvency reorganization should be 
careful to cast the transaction in a form 
that will give them the tax treatment 
they want. If they want a stepped-up 
for the the 
should take the form of a purchase of 
assets for cash. If they want to use the 


basis assets, transaction 


predecessor’s basis, the transfer should 
be solely for stock, with the cash being 
used to discharge liabilities of the old 
corporation, assumed by the new. A few 
little changes in any plan of reorganiza- 
tion can produce either result. This is a 
field of law to which Congress should 
give a little attention. Decisions result- 
the 
running into hundreds of thousands of 
dollars turn on obscure technical mat- 


ing in assessment of deficiencies 


ters of form. 


Tax saving seen in 
preferred stock refunding 


REASONS CAN EXIsT for the re- 
funding of preferred stock in exchange 
for bonds, but Wall Street these days 
seems to think in terms of tax saving 
as the chief incentive. The annals of 
tax maneuvering are full of entrepre- 
neurs who tried to start corporations 
with little equity and much debt, but 
experience tends to suggest that about 
31/, to 1 is about as thin as a corpora- 
tion can be and still be sure of escaping 
the tax collector's axe. 

But if you have a railroad, or other 
large enterprise with substantial and 
complicated securities issues outstand- 
ing, long established, the thin-corpora- 


MANY 
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tion charge doesn’t stick so easily. And 
many business purposes exist for shift- 
ing securities around. 

The pattern is well known. Interest 
is paid on bonds (debentures, income 
bonds, etc.), which payments sare a 
charge against ordinary income, hence 
deductible for income tax purposes. 
This may be payable when earned only. 
Dividends paid on stock (preferred or 
common) are not chargeable to in- 
come, out of after-tax 
money. If you have a preferred stock 
issue it can be exchanged for some 
sort of bonds whose interest is payable 


must come 


when earned. Net effect to the corpora- 
tion is no change except that payments 
to bond holder are tax deductible. Thus, 
$1 million of 5% preferred stock re- 
funded for 5% income bonds would 
cost the corporation in terms of after- 
tax money $24,000 instead of $50,000. 

Among the companies which have 
recently accomplished such refinancing 






FHA “windfall” profits held no divi- 
dend. This headlined case has an in- 
teresting side-point regarding capital 
gain and ordinary income. The tax- 
payers are stockholders of several cor- 
porations organized to build and op- 
erate housing projects financed by 
FHA-insured mortgages. The mortgages 
on the property were greater than the 
actual cost of construction. The stock- 
holders received a cash distribution of 
the difference between the loan 
construction cost. The Commissioner 
claimed that the distribution 
fully taxable dividend as the capital of 
the corporation was not impaired there- 
by. The Godley (213 F. 2d 529, cert. 
denied 10/25/54) and Hirshon Trust 
(213 F. 2d 523, cert. denied 10/25 
54) decisions were cited in support of 
the proposition that if a corporation’s 
earnings and profits were sufficient to 
cover the cost of the property distrib- 
uted in kind the entire value of the 
property is taxable. The Tax Court re- 
jected this argument as applied to the 
instant case and held that the distribu- 
tion was to be applied against the basis 
of the stock and any excess was taxable 
as capital gain. [The 1954 Code, Sec. 
312(j) closes this loophole for distri- 
butions made after June 22, 1954, by 
treating the proceeds of U.S.-insured 
loans as “earnings and profits” to the 
extent they exceed the basis of the 


and 


was a 





are Chicago and Eastern Illinois Rail- 
road, the Erie, the Nickel Plate, 
Western Pacific, and the Rock Island 
and Pacific. 

Of course the big rub is what hap- 
pens when the bonds come due. Pre- 
ferred stock goes on forever. Bonds 
have to be paid, which usually means, 
in the case of a railroad, a refunding of 
some sort. 

From the point of view of the pre- 
ferred stock holder, there should be no 
reason why he wouldn't be glad to swap 
his stock for bonds. The bonds are nom- 
inally more senior, though so long as no 
other capital transactions take place the 
old preferred stock holder is in the same 
relative position in the corporation’s 
financial family. Further, the corpora- 
tion could well afford to sweeten up the 
interest rate to make the change at- 
tractive to the stockholder, considering 
how much further ahead it will be after 


taxes. vv 








property mortgaged. Ed.] George M. 


Gross, 23 TC: No. 97. 


a«— 


Sale of sole stockholder’s interest to 
related corporation creates dividend, 
not capital gain. The sole stockholder 
of a corporation sold his stock to an- 
other corporation also wholly owned 
by him but operating a separate busi- 
ness. The purpose of the sale was to 
eliminate administrative expenses and 
to simplify dual operation. In so far as 
there was no relinquishment of the in- 
terest in the first corporation, the IRS 
held that there was no economic reality 
to the sale and that the stockholder 
received a dividend rather than long- 
term capital gain. Rev. Rul. 55-15. 


Additions to state tax are deductible, 
penalties are not. The 2% addition to 
corporate income taxes in Wisconsin 
for failure to pay the tax in full on the 
due date is a part of the tax and con- 
sequently deductible for purposes of 
the federal income tax. The additions 
imposed, however, for delinquency in 
payment and for failure to file are 
penalties and thus not deductible. Rev. 
Rul. 55-65. 


Distribution of appreciated property 
not a dividend; Hirshon and Godley 
cases distinguished. Taxpayers owned 
stock in Transamerica Corp. In January 
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1951, the corporation distributed to its 
stockholders Bank of America stock 
which cost $1.07 a share and had a 
fair market value of $2.07. On the date 
of distribution the corporation had a 
large deficit, no earnings or profits. The 
Commissioner sought to tax the distri- 
bution as a dividend since there was no 
impairment of the corporation capital. 
The Tax Court held that since there 
were no earnings or profits there could 
be no taxable dividends. In the Hirshon 
and Godley decisions (213 F. 2d 523 
and 529) the same position by the Tax 
Court had been reversed by the Second 
and Third Circuits respectively—but in 
both those cases the earnings and profits 
were sufficient to cover the cost basis 
of the property to the corporation. 
Michael P. Erburu, 23 TC No. 104. 


Trust not taxable as corporation. (Ac- 
quiescence.) In 1934 a corporation op- 
erating orange groves found it could 
obtain financing only by liquidating. It 
did so, and properties were conveyed 
to taxpayer as trustee. He entered a 
cooperative growers association which 
operated the groves. The Tax Court 
found that the trust was merely a step 
in liquidation and was not created for 
the purpose of carrying on a business. 
It could not be taxed as a corporation. 
George I. Fullerton, 22 TC 372, acq. 
IRB 1955-3, 6. 


Related partnership and _ corporation 
held separate entities and income alloca- 
tion rejected. (Acquiescence.) NV, a 
Dutch corporation manufacturing and 
selling oil, owned all the common stock 
of Frutal, a New York corporation. 
Frutal had to submit financial returns 
to NV and could not conduct any busi- 
ness without NV approval. The younger 
owning NV, 
‘unable to build an equity within the 


members of the family 


firm, threatened to start a competing 
firm. Accordingly, it was decided to 
place the export business in a new firm, 
Export, partnership. 
Frutal agreed to manufacture for Export 


organized as a 


at cost plus 10% for sale in markets 
other than the U.S. and Canada. In 
1947, Export Inc. was organized to 
succeed to the partnership business. 
Export, and later Export Inc., served 
customers formerly belonging to Frutal, 
and the same agents and files were 
used. The Tax Court overruled the 
Commissioner’s determination that Ex- 
port and Export, Inc. should be _ dis- 
regarded for tax purposes and the in- 


s 
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come.of the new businesses allocated to 
Frutal under Sec. 45, 1939 Code. The 
court held that the two export organi- 
zations were separate tax entities or- 
ganized for the sound business reasons 
of freeing the export business from the 
restrictive control of a foreign govern- 
ment and giving the younger members 
of the family a stake in the business. 
Allocation under Sec. 45 was thus held 
unjustified. Polak’s Frutal Works, Inc., 
21 TC 953, acq. IRB 1955-4, 6. 


Advances to corporation held capital 
contributions by stockholders, not loans. 
Taxpayer, sole proprietor of a retail 
lumber business, organized a corpora- 
tion to operate a sawmill to assure a 
constant lumber supply. He owned al- 
most all the stock, representing $5,000 
paid-in capital. He made 627 advances 
to the corporation over its life. In 1949 
the corporation sold all its assets. In 
1950, upon corporate liquidation there 
was an unpaid balance of over $49,000 
owing to the taxpayer. The court held 
the advances were capital contributions 
and not loans and allowed the taxpayer 
a capital loss deductible in 1950 (not 
in 1949 as contended by the Commis- 
sioner) but no bad debt deduction. The 
court stressed the facts that no interest 
had been charged on the advances, no 
notes were taken in the exchange, no 
date set for repayment nor any security 
demanded. Further, other debts were 
paid on liquidation without any attempt 
to enforce pro rata payment. Martin 
M. Dittmar, 23 TC No. 99. 


Loss on sale by controlled corporation 
to family trust allowed. (Acquies- 
cence.) Taxpayer was an association 
taxable as a corporation; 94% of its 
preferred and 50% of its (valueless) 
common were owned by one individual. 
Taxpayer, in financial difficulties, sold 
its assets to a previously existing trust 
for children of the controlling stock- 
holder. The Commissioner disallowed 
the loss as between related taxpayers. 
The Tax Court found no prohibition of 
loss on sales between a corporation and 
a trust. Lake Eloise Groves, 20 TC 136, 
acq. IRB 1955-3, 6. 


Bank had loss in 1937 on exchange of 
CBI for stock. In 1933, taxpayer, a 
bank, received certificates of beneficial 
interest in another bank, which was 
closed, equal to 40% of its deposits. 
In 1937, taxpayer exchanged these cer- 
tificates/ for shares in the bank; the fair 


market value of the shares was then 1/, 
of its basis for the CBI. It claimed no 
loss then, having a large loss from op- 
erations. The IRS holds that the 1937 
exchange was taxable and the basis 
of the stock is its fair market value in 
1937, not the basis of the certificates. 
Rev. Rul. 55-27. 


Thin capitalization alone not determi- 
native of advances as debts or capital 
investment. Taxpayers, in 1930, organ- 
ized a corporation capitalized at $9,000, 
each taxpayer owning 50% of the 
stock. The corporation operated at a 
deficit during most of the years from 
1930 to 1947. During those years the 
stockholders made advances to the cor- 
poration totaling some $125,000: On 
the advice of counsel, 20 days before 
liquidation of the corporation in 1947, 
the capital stock was increased to 
$200,000 and each of the stockholders 
paid in $95,000. The proceeds were 
used to pay corporate debts including 
the debts owned by the stockholders. 
The district court held that the advances 
to the corporation represented a capital 
loss and not a bad debt. The circuit 
court reverses. The government’s case 
is based on the unacceptable proposi- 
tion that from the bare fact of the ad- 
vances being made for 16 years can be 
inferred a capital advance rather than a 
loan. Stockholders have always been 
free to determine what amounts of their 
funds they care to risk as capital invest- 
ment or credit. It is an unwarranted 
interference for the courts to establish 
this ratio by hindsight for if they did no 
stockholder could safely advance money 
to strengthen a faltering corporation. 
Congress could provide for such a ratio, 
the court may not. Rowan v. U.S., CA-5, 
1/28/55. 


Mortgage interest on property held for 
investment is personal holding company 
income. The taxpayer corporation pur- 
chased land in 1924 and made attempts 
to sell portions of it in 1925 and 1928. 
It sold a portion of the land in 1928. 
Between then and 1946, when the bal- 
ance of the property was sold, no ex- 
penditures were made in advertising 
the remainder of the tract for sale. The 
land was not listed for sale and no price 
was fixed on it. When the land was sold 
in 1946 the taxpayer took back a pur- 
chase-money mortgage. Taxpayer's total 
income for 1948 and 1949 was interest 
on that mortgage. The court found that 
the land was held for investment and 
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not for sale in the ordinary course of 
business and the income represented 
personal holding company income 
within Sec. 502(g), 1939 Code. In the 
absence of any excuse, a 25% delin- 
quency penalty was imposed for non- 
filing of personal holding company re- 
turns. West End. Co., 23 TC No. 103. 


Shareholders’ purchase of stock with 
corporate funds results in dividend; 
Zenz case distinguished. Taxpayers 
were members of a syndicate which, in 
1943, contracted with Mrs. Derby, 
owner of 90% of the 2,000 shares of 
Buckeye, a corporation organized prior 
to 1913, to buy her stock at $306,000 
or $170 a share. The agreement recited 
a down purchase price and delivery of 
the shares to syndicate members upon 
their payment to Derby of the balance. 
Derby and her attorney were to resign 
as directors prior to the consummation 
of the sale. One week after this agree- 
ment, the syndicate members purchased 
the remaining 200 shares from minority 
stockholders at the same price. There- 
upon they elected a board of directors 
which realized money on all the corpo- 
rate assets, which money was turned 
over to Derby as the balance of the pur- 
chase price. After Derby was paid for 
her shares, the syndicate members de- 
livered their personal notes to Buckeye 
for a total of $340,000, equal to the 
purchase of the 2,000 shares. The stock 
certificates were never delivered to the 
syndicate members but held by Buck- 
eye as security for payment. The note 
obligations were reduced in 1943-1945, 
and in 1945 Buckeye’s counsel advised 
that it was illegal in Ohio to issue stock 
for notes. Acting on this advice the 
syndicate members surrendered 75% of 
their shares (unpaid at the time) and 
their notes were cancelled. The Com- 
missioner determined that the cancella- 
tion of the notes resulted in a taxable 
dividend in that year to the extent of 
Buckeye’s post-1913 accumulated earn- 
ings and assessed deficiencies against 
the syndicate members. The Tax Court 
sustained this action. 

On appeal to the Sixth Circuit, the 
court affirmed the holding of the lower 
court. Accepting the Tax Court’s find- 
ing that the syndicate members bor- 
rowed funds from Buckeye to purchase 
Derby’s shares and that Buckeye for- 
gave the balance of the debt still owing 
in 1945, the circuit court states that the 
finding that the 1945 transaction re- 
sulted in a dividend is the logical con- 
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clusion. The syndicate members could 
have achieved their objective without 
tax liability by buying only the 200 
shares owned by the minority stock- 
holders and having Buckeye redeem the 
Derby stock. In that form the transac- 
tion would not have resulted in ordi- 
nary income to either the syndicate 
members or Derby. Zenz v. Quinlivan, 
213 F. 2d 914 (CA-6). To the extent 
that the Tax Court decision is allowed 
to stand, form triumphs over substance— 
but “where a taxpayer has two legal 
methods by which he may attain a de- 
sired result, the method pursued is 
determinative for tax purposes without 
regard to the fact that different tax 
results would have attached if the al- 
ternative procedure had been followed.” 
Woodworth v. Comm’r, CA-6, 1/27/55. 


Royalties to stockholders non-deduc- 
tible; no business purpose in reorgani- 
zation. Taxpayer's predecessor, a min- 
ing company, was liquidated in 1942. 
The stockholders transferred the assets 
to a new corporation for stock and a 
contract to pay them a royalty of 5¢ 
a ton. The court holds that the transac- 
tion was a sham designed to convert 
non-deductible dividends into deducti- 
ble royalties. The royalties are not de- 
ductible because they are not an ordi- 
nary and necessary business expense. 
One judge dissented, saying that the 
reorganization effected real changes. 
The stockholders obviously owned, 
through the old corporation, a valuable 
lease. If, after the liquidation, they 
sublet the operations to a stranger for 
a royalty, he would be permitted to 
deduct it. There is no reason why a 
new corporation organized by them 
cannot deduct the royalty. Ingle Coal 
Co. v. U.S., Ct. Cims., 1/11/55. 


Capital loss denied for distribution in 
kind. Taxpayer corporation declared a 
dividend in 1948 of $210,000 to be 
“payable pro rata in stock of Warren 
Petroleum Corporation to the extent of 
5,800 shares of such stock . . . ata 
value of $21.25 per share. .” The 
taxpayer then claimed a deduction for 
capital loss in the difference between 
the cost of the shares to the corporation 
and $21.25 per share which was the 
fair market value at the date of declara- 
tion. The Tax Court denied the deduc- 
tion and the Tenth Circuit affirms this 
decision. The dividend was intended to 
be one of property, and not of cash, and 
so no loss was realized on the transac- 


tion. The court finds General Utilities 
v. Helvering,- 296 U.S. 200, indistin- 
guishable. The 1954 Code, Sec. 311 (a) 
specifically enacted the General Utili- 
ties rule into law, and allows a corpo- 
ration no gain or loss on the distribution 
of property in kind as a dividend. Nat- 
ural Gas Corp. v. Comm’r, CA-10, 


1/25/55. 

Stockholders’ purchase of _ insolvent 
corporation's assets in_ receivership 
negates “reorganization.” (Certiorari 


denied.) Taxpayers were stockholders 
in a jewelry company which went into 
receivership in 1931. The stockholders 
adopted a plan of reorganization and 
offered to purchase the company’s as- 
sets from the receiver for $22,000. They 
then formed a new corporation in which 
they received stock upon turning in 
their stock in the old company. On 
liquidation of the new company in 
1943 they claimed that there had been 
a non-taxable reorganization entitling 
them to carry over the basis of their 
old stock to the new. The court holds 
that there was no continuity of interest. 
The creditors of the old company elimi- 
nated the stockholders’ interest through 
receivership proceedings compelling the 
liquidation and sale of their company’s 
assets. Since the old stock was worth- 
less, the stockholders had no equity to 
carry over in exchange for the new 
stock. Thus the basis of stock is limited 
to cash contributions made in 1937 and 
1940 to the corporation’s surplus. Meyer 
v. U.S., Ct. Clms., cert. denied 1/31/55. 


Creation of ephemeral holding com- 
pany, given to charity, not tax free. 
Taxpayer stated that the purpose of 
his plan, already carried out, was to 
enable him to spread a gift over a num- 
ber of years. He transferred his one- 
sixth interest in an operating company 
to a newly created holding company 
for its debentures (equal to the value 
of the operating company stock) and 
stock. The stock of the holding com- 
pany he then gave to a tax exempt 
charity. The charity liquidated the hold- 
ing company, assuming liability of its 
debentures. The taxpayer said he 
planned to make gifts of the deben- 
tures over a period of years. The op- 
erating company was then liquidated. 
Referring to the Gregory case, 293 U.S. 
465, the IRS holds that the transfer to 
the holding company was taxable since 
there was no business purpose for its 
creation. Rev. Rul. 55-36. 
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Number of cases processed by IRS 


increases in recent months 


] EGIONAL APPELLATE Officers of the 

Internal Revenue Service have re- 
duced the backlog of disputed tax cases 
pending from 31, 704 to 17,256 (after 
taking into account new appeals) dur- 
ing the past 18 months, the Service has 
announced. This information was re- 
leased in connection with a recent meet- 
ing in Washington of appellate per- 
sonnel. 


Examination of returns 


The number of returns examined by 
the IRS for the five-month period end- 
ing November 30, 1954, was 894,000 
compared to 763,000 for the same 
period last year, an increase of 17%. 
Apparently the rate of examination is 
increasing for a comparison of the 11- 
month period shows 1.837 million in 
1954 and 1.831 million in 1953. 

Of the returns examined during the 
four-month period ending October 31, 
1954, the full scale tax fraud cases in- 
vestigated by special agents numbered 
1,698 of which 967 were recommended 
for prosecution. Data for prior fiscal 
years is not available because of a lack 
of comparability resulting from changes 
in numbering the cases. 

Disputed cases 

The backlog of cases requiring con- 
sideration by appellate divisions has 
been falling steadily since December 
1953. As of the close of 1953 there were 
26,472 cases then on hand. At the close 
of November 1954 there was a backlog 
of only 18,573 cases. It is difficult to 
draw any long-range conclusion from 
the reported statistics as they cover 
only a period of a little over one year. 


Additional revenues 


The IRS reports that the additional 
tax resulting from enforcement efforts 
during the first five months of the fiscal 
year 1955 totalled $635 million, a 21% 
increase over the $526 million total 





reported for the corresponding period 
of fiscal year 1954. 

The 11-month period ending Novem- 
ber showed $1,445 million in 1954 
compared with $1,260 in 1953, a 15% 
increase. Earlier years were: 1952, 
$1,598; 1951, $1,803; 1950, $1,571. 
The IRS notes that the decrease in 
additional taxes reflects the decrease in 
backlog of prior years. 


Personnel force 


The personnel force on the rolls as of 
November 20, 1954, totalled 50,475, a 
decrease of 886 from the number on 
the rolls the year prior and of 936 over 
the figure for July 1954. 

The decrease has been largest in the 
number of temporary employees which 
dropped from 20,156 to 261 within the 
year. Collection officers were cut a 
third, from approximately 9,000 to 
6,000, while technical personnel, other 
than the legal staff, was decreased by 
460. The greatest increase in personnel 
is in the clerical, messenger, and laborer 
category, which was increased by ap- 
proximately 20,200 people. The other 
large increase is the additional 3,329 
revenue agents added to the staff—an 
addition which increases their strength 
by 43%. % 


IRS issues several new 
publications for taxpayers 

A NUMBER OF NEW PUBLICATIONS have 
just been released by the IRS, copies 
of which will be needed by and help- 
ful to a number of clients. Chief among 
them are: 

U.S. citizens abroad. The IRS has 
just published Income Tax Guide for 
U.S. Citizens Abroad (IRS publication 
No. 54). It discusses the special tax 
problems encountered by Americans 
abroad, including what is a bona fide 
resident of a foreign country, what in- 
come is taxable, etc. 
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Withholding guide. A new Employ- 
ers Tax Guide has just been issued by 
IRS. It contains instructions to help 
employers in withholding and process- 
ing of (1) income tax, (2) social secur- 
ity taxes, and (3) Federal Unemploy- 
ment Tax. It brings up-to-date the rules 
to comply with the 1954 Code. 

A new domestic employer’s social 
security guide book has also just been 
issued (Circular Y, revised January 
1955). 

Actuarial tables. A booklet of actu- 
arial tables and rules for use in comput- 
ing taxable income received from annui- 
ties, life insurance, and endowment 
policies has been issued by the IRS. 
It is IRS publication No. 76. 

Returns. A number of new tax return 
forms have been issued by the IRS, 
including: 

SS-10 fixing period of limitation upon 

assessment of taxes. 

851 affiliation schedule for filing with 
consolidated returns. 

990 return for exempt organization, 
Section 501(c). 

990-C exempt cooperative income 
tax return. 

990-T exempt organization business 
income tax return. 

1116 explanation of taxes paid to a 
foreign country. 

The following forms just released are 
due on March 15 for calendar-year tax- 
payers. Because many corporations will 
not be able to obtain the forms in time, 
the IRS recommends filing Form 7004 
for an extension. 

1118 credit claimed for domestic 
corporation for taxes paid or ac- 
crued to a foreign country or a 
possession of the United States. 

1120, Schedule PH, computation of 
U.S. personal holding company 
tax. 

1120 L, U.S. life insurance company 
income tax return. 

1120 M, U.S. mutual insurance com- 
pany income tax return. 

The Service also announced that re- 
vised Information Form 958 will not 
be available until the latter part of 
March. A general extension of time of 
60 days for filing this return is granted 
for those taxpayers required to file such 
form for periods ending on December 
31, 1954, January 31, 1955, or February 
28, 1955. This extension is automatic 
and does not require any prior approval. 

Delay in making these forms avail- 
able is due to the IRS’ heavy work load. 
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Needed curb on jeopardy 
assessments established 


Tax MEN have been disturbed over the 
free hand with which jeopardy assess- 
ments have been made in recent years. 
Formerly, the jeopardy assessment pro- 
visions of the law were rarely invoked. 
During the past few years, however, 
there have been more jeopardy assess- 
ments than in the previous years going 
all the way back to the inception of the 
federal income tax. The jeopardy assess- 
ment provisions are harsh indeed in 
their operation and can easily put a 
solvent taxpayer out of business. 

It is therefore heartening to note that 
on January 27, 1955, T.D. 6121 was 
approved giving District Directors 
authority to abate jeopardy assessments 
where it can be shown that jeopardy 
does not exist. If the jeopardy assess- 
ment is abated the collection of a de- 
ficiency proceeds in the normal manner. 
This authority does not extend to jeop- 
ardy assessments which existed prior to 


August 14, 1953. 


lt is to be hoped that the jeopardy 
assessment weapon, will be wielded 
more sparingly and more judiciously 
than in the past. But in any event, for 
mistakes that do occur, the procedure 
is now set up for rectifying such érrors 
upon proper showing by the taxpayer. * 


Kendall becomes Treasury 
general counsel 


Davin W. KENDALL OF JACKSON, MICH., 
has been sworn in as general counsel of 
the Treasury Department. He is asso- 
ciated with the Jackson law firm of 
McKone, Badgley, Kendall & Domke. 
He succeeds Elbert D. Tuttle who re- 
signed to become judge of the fifth 
circuit. * 


Note on Oregon tax. Last month (2 
JTAX 2, p. 98) in discussing calcula- 
tions for interdependent taxes we said 
Oregon allowed a deduction for Federal 
income taxes paid. The author has 
advised us that his source was in error; 
that it should have read Utah, not 
Oregon. Editor. 





Deficiency assessed on wrong theory; 


but taxpayer can’t recover without 
proving actual overpayment. Taxpayer 
was a used car dealer. His return in- 
cluded purchases and sales at ceiling 
prices only, though the real sales and 
costs were higher. Upon examination, 
the agent added unreported receipts, 
but did not allow additional costs. This, 
it is conceded, was wrong. Taxpayer 
paid the deficiencies and sued for re- 
fund. The circuit court affirms the dis- 
trict court’s holding that the taxpayer 
could not recover. Taxpayer did not 
prove he did, in fact, overpay his taxes. 
His inability to do this, because of 
lack of records, is due to his own fault 
in failing to keep accurate books. Roy- 
bark v. U.S., CA-9, 12/20/54. 


Value of stock and land determined on 
liquidation. In determining taxpayer’s 
gain on liquidation of a corporation the 
Tax Court accepted his evidence of 
the basis of his stock. The Commis- 
sioner’ determination of the value of 
real estate received in liquidation was 
upheld since taxpayer had no records 
to prove that he had purchased a large 
part of such real estate with his own 
funds. Simeon Sharaf, TCM 1954-231. 


Circuit bound by Tax Court valuation 
of gift stock. The question of value of 
stock of a family corporation is purely 
one of fact. The circuit court will not 
substitute its judgment for that of the 
Tax Court, where, as here, the Tax 
Court recognized that no one factor is 
determinative. Taxpayer has fallen into 
error in attempting to derive from the 
facts in many cases a rule that fair 
value must always be less than book 
value. Fact patterns are not conclusive 
in analogous cases. Penn v. Comm’r, 
CA-9, 1/15/55. 


Contempt conviction for failure to pro- 
duce records overturned when con- 
tinued posession not proven. The ex- 
ecutive-secretary of the Civil Rights 
Congress had refused to submit receipt 
books for 1950, 1951 and 1952 for 
audit by the IRS. While he prepared 
detailed statements of 1953 income he 
refused to submit the books which con- 
tained the names of contributors. This 
refusal led to a 90-day sentence for 
criminal contempt served from July to 
September 1954. On release from prison 
he was again asked for the receipt 
books, including that for 1953. He tes- 
tified that he had not had possession 
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of the documents since July, and other 
witnesses testified as to their destruc- 
tion. The district court judge again 
sentenced the official for contempt. The 
circuit court reverses. There was no 
presumption of continued possession of 
the records sufficient to make out a 
prima facie case. Proceedings remanded 
for immediate release of the official 
from custody. Patterson, U.S. v., CA-2, 
1/27/55. 


U.S. permitted to intervene in refund 
suit against collector despite pending 
Tax Court action on jeopardy assess- 
ments. While taxpayer was suing the 
Collector for refund of taxes, the Com- 
missioner issued jeopardy assessments 
and taxpayer petitioned the Tax Court 
on them. The government now asks 
the right to intervene in the refund 
suit. This the court permits on the 
ground that the statutory bar to en- 
forcement of assessments during Tax 
Court proceedings does not apply to 
jeopardy assessments and may in any 
case not apply to counterclaims in a 
refund suit. Plitt v. Hofferbert, DC Md., 
11/10/54. 


Taxpayer's refund action ripens on any 
part of sum collected wrongfully. After 
paying $4,100 of an additional tax as- 
sessment plus totaling over 
$10,500, the taxpayer sued for refund 
of the $4,100 with interest claiming 
the additional assessment illegal. The 
government moved to dismiss on the 
ground that the assessment was single 
and inseparable and the whole tax must 
be paid before suit for refund can be 
brought. The court denied the motion 
and held that the cause of action ripens 
when “any sum” has been wrongfully 
collected. Hanchett v. Shaughnessey, 
DC N.Y., 7/26/54. 


interest 


Evidence will support conflicting in- 
ference; Tax Court's findings not clearly 
erroneous. The issue in the trial court 
was whether the taxpayer had merely 
mortgaged property so that he was still 
entitled to a deduction for depreciation 
or had sold it. The Tax Court held that 
the transaction was a sale. The circuit 
court refuses to say this was clearly 
erroneous. Akron Dry Goods Co. v. 
Comm’r, CA-6, 11/17/54. 


Deceased agent's schedules improperly 
admitted as hearsay; not within “shop 
book” exception. In the trial of taxpayer 
for criminal evasion, work sheets pre- 
pared by a revenue agent, listing tax- 
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payer's checks, bank deposits, etc., were 
admitted. The agent who prepared the 
schedules died prior to the trial. The 
circuit court holds that the schedules 
were hearsay evidence improperly ad- 
mitted. They do not come within the 
statute permitting records made in the 
ordinary course of business to be intro- 
duced without the testimony of the 
maker of the record. These work sheets 
were made for the purpose of litigation, 
not for the purpose of carrying on busi- 
ness. Hartzog v. U.S., CA-4, 12/21/54. 


Tax refund may be made to trustee in 
bankruptcy. A refund of taxes paid by 
a trustee in bankruptcy in violation of 
priority provisions of the Bankruptcy 
Act may be made on claim filed by the 
trustee without action of the court. Rev. 
Rul. 55-32. 


Decision that 1942-43 “royalties” were 
dividends does not estop litigation in 
1947; stockholders had changed. In 
1942, taxpayer's predecessor, a coal 
mining company, liquidated and dis- 
tributed its assets to the stockholders, 
members of one family. The stock- 
holders then transferred the assets to a 
new corporation for a royalty agreement 
and stock. In litigation of the deducti- 
bility of the royalty payments in 1942 
and 1943, they were held non-deducti- 
ble as essentially equivalent to a divi- 
dend. 1942 and 1947 (the 
year here at issue), the stock of one 
family member had been sold to an- 


Between 


other, and her royalty interest inherited. 
Another had made gifts of part of her 
royalties and stock. In 1947, therefore, 
stock and royalty interest were not iden- 
tical. The Court holds that the corpora 
tion is not barred by the doctrine of 
collateral estoppel. The material facts 
in 1947 are different from those in 
1942. In 1947, 50% of the royalties 
were payable to non-stockholders. Ingle 
Coal Co. v. U.S., Ct. Clms., 1/11/55. 


Petition mailed on 90th day not timely 
filed. Taxpayer mailed his petition to 
the Tax Court in Dayton, Ohio, on the 
ninetieth day after mailing of the no- 
tice of deficiency. It could not therefore 
be filed with the Tax Court (i.e., re- 
ceived by) within 90 days. It was not 
timely filed. [Under the 1954 Code, 
documents are considered timely filed 


if mailed within the time limit. This 


does not apply to courts other than the 
Tax Court. Ed.] Gradsky v. Comm’r. 
CA-6., 12/17/54. 





April 1955 


Over-assessment applied against de- 
ficiencies; interest on over-assessment 
runs till deficiency assessed. Taxpayer 
agreed to over-assessment in March 
1947. In March 1948, deficiencies were 
assessed and the over-assessment ap- 
plied against them. The Commissioner 
contended that interest on the over- 
assessment ran only until 30 days after 
the over-assessment agreement, i.e., to 
April 1947. The Court holds that the 
statute clearly provides that when an 
over-assessment is applied against a 
deficiency, the interest on the over- 
assessment runs to the date. of assess- 
ment of the deficiency. Waterman 
Steamship Corp., DC Ala., 12/31/54. 


Examining agent’s failure to warn of 
constitutional rights does not make data 
inadmissible per se. This court had pre- 
viously ruled that information from tax- 
payer's check books, etc., made available 
by the taxpayer to examining agents, 
was not admissible in evidence because 
the agents had failed to warn defend- 
ant of his constitutional rights. Upon re- 
examination of the question, the court 
held it had been in error. Evidence ob- 
tained in the defendant’s presence is 
admissible. The circumstances of the 
investigation and failure to warn go to 
the weight and credibility of the evi- 
dence and are matters of fact, not of 
law. Evidence obtained at a later visit, 
however, while the defendant was ab- 
sent, was obtained by illegal search and 
seizure and is inadmissible. Guerrind, 
US. v., DC Pa., 1/11/55. 


An information based on false state- 
ments to agents is good though returns 
outlawed. In February 1954, an infor- 
filed against the defendant 
charged evasion by filing false state- 
ments in 1950 and 1951 about his in- 
come for 1947 to 1949. Although the 
returns had been filed more than six 
years prior to the information, the giv- 
ing of false information to the agents 
would be a violation of the statute. Mo- 
tion to dismiss denied. Sclafani, U.S. 
v., DC N.Y., 12/29/54. 


mation 


No error when court charged jury that 
the government had burden of dis- 
proving defense to evasion charge. 
Some circuits have gone so far as to 
hold that after the government has 
made a prima facie case of tax evasion, 
the burden is on the accused to go 
forward. The district court charge did 
not relieve the government of the bur- 


den of disproving the defense and is 
therefore not in error. Nor was the lower 
court wrong in refusing to charge the 
jury that they must find the exact 
amount of unreported income and costs. 
It was enough for the jury to find that 
the taxpayer received some income he 
failed to report. Wolcher v. U.S. DC 
Calif., 12/28/54. 


Variance in complaint held fatal. Tax- 
payer based a claim for a tax refund 
on the ground that he was an employee 
and not a partner and could therefore 
avail himself of the long term compen- 
sation statute (Sec. 107). Before the 
district court, taxpayer sought to re- 
cover on the ground that he had inad- 
vertently failed to claim forgiveness of 
his 1942 tax under Sec. 6 of the Current 
Tax Payment Act. The variance was 
held fatal by that court and the circuit 
court affirms. French v. Berliner, CA-9, 
1/14/55. 


Interest on retroactive increase in cor- 
poration tax under 1954 Code begins 
8/16/54. The 1954 Code eliminated 
the corporate tax reduction previously 
provided, as of April 1, 1954. Corpora- 
tions with taxable years ending after 
3/31/54, but before 8/16/54, which 
filed returns showing tax at the old rate, 
were required (Rev. Rul. 54-366) to 
file amended returns. Interest on such 
additional tax accrues from 8/16/54 
since prior to that date there was no 
liability for such additional tax. Rev. 
Rul. 55-22. 


Penalties for underestimate not affected 
by loss carryback from later year. The 
Seeley case, 338 U.S. 561, held that 
interest on a deficiency, was still collect- 
ible even though the deficiency was off- 
set by carryback of a subseqeunt loss. 
The IRS applies this rational to penal- 
ties for underestimate of tax. The penal- 
ties stand even though the tax for the 
year underestimated is subsequently re- 
duced by a loss carryback. Rev. Rul. 55- 
29. 


Transferee’s liability not reduced by 
payment of transferor’s debts and ex- 
penses. The Tax Court is affirmed in 
holding that after the government made 
a prima facie case of transferee-liability 
against the wife of taxpayer (in defraud 
of creditors), the burden is on the 
transferee to show that any debts of 
the transferor she subsequently paid 
were entitled to priority over the tax 
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due. Gobins v. Comm’r, CA-9, 12/27/ 
54. 


Alleged error in Bureau’s computation 
of tax credit no defense to suit for 
agreed excessive profits. The U.S. sued 
for taxpayer's “excessive profits” on gov- 
ernment contracts as determined in re- 
negotiation, less the tax credit computed 
by the Bureau as provided in the rene- 
gotiation agreement. The district court 
gave summary judgment for the U. S. 
and did not allow the taxpayers to inter- 
pose as a defense the improper compu- 
tation of the tax credit. Following the 
Stow case, 190 F. 2d 723, cert. denied 
342 U.S. 904, the court held that if 
there were error in the computation of 
the credit, claim for refund should be 
filed with the Bureau. The Third Cir- 
cuit affirms. Failla, U.S. v., CA-3, 


1/21/55. 


Protective appeal from Tax Court deci- 
sion disapproved. In litigation over stock 
involved in the Vincent case (see p. 
218, this issue), the California court 
had ordered the film company to pay 
$61,000 as compensation to the estate 
of its chief executive (the faithless trus- 
tee), the estate in turn to make restitu- 
tion to Vincent of the dividends with- 
held. The court decree effected a nova- 
tion whereby the company discharged 
its obligation to the estate by assuming 
the estate’s obligation to Vincent. The 
Tax Court allowed the company to de- 
duct the $61,000 as a business expense. 
The Commissioner agreed but appealed 
the decision only to protect its position 
if the circuit court espoused a theory 
different from that of the trial court on 
the Vincent The court 
states that the two cases are indepen- 
dent, disapproves the action of the 
Commissioner, and dismisses the ap- 
peal. Bear Film Co., Comm’r v., CA-9, 
1/11/54. 


case. circuit 


Decision on pension trust for prior year 
not res judicata, but followed. (Acqui- 
The taxpayer’s estate, in 
1948, received a lump sum payment 


escence. ) 
from the executive pensi» trust set up 
by the corporation of which decedent 
was executive and principal stockholder. 
The Commissioner determined that this 
payment was not entitled to capital 
gains treatment but was taxable as or- 
dinary income because the trust dis- 
criminated in favor of stockholders and 
supervisory employees and was there- 
fore not exempt. This point had been 


litigated in the circuit court in connec- 
tion with the deductibility of pension 
contributions by the corporation for 
1944, The Tax Court holds that while 
the decision of the circuit court is not 
conclusive of the status of the trust 
herein, its holdings as to the facts and 
legal questions involved in the two 
situations are persuasive authority. The 
Tax Court accordingly follows the cir- 
cuit court and holds the trust exempt. 
Estate of Harold S. Davis, 22 TC 807, 
acq. IRB 1955-3, 6. 


Trustees of pension plans must file in- 
formation returns. The Regulations un- 
der the 1939 Code are continued tem- 
porarily and require trustees of stock 
bonus, pension and profit-sharing trusts 
to file Forms 1096 and 1900 whether 
the trust is exempt or non-exempt. In- 
surance companies making payments 
under non-trusteed plans must also re- 
port. JR-095. 


Trial court’s finding that consent to 
assessment was uncoerced upheld. Tax- 
payer asserted he was coerced into sign- 
ing Form 870, consenting to assessment 
of tax by threats of criminal prosecution 
and larger assessments. The district 
court, sitting without a jury, dismissed 
taxpayer's complaint and request for an 
injunction. Pointing out that the issue is 
largely one of the credibility of the tax- 
payer and the agent, the circuit court 
says there is nothing in the record to 
show the lower court was not justified 
in its finding. Wheeler v. Holland, 
CA-5, 1/18/55. 


Collector defends as individual, not 
public official. Taxpayer timely began 
suit against Granger, Collector until No- 
vember 1952, when he was replaced by 
Dudley, District Director. Taxpayer se- 
cured an order substituting Dudley for 
Granger. The Government claimed that 
this began a new suit which should be 
dismissed as there is no claim against 
the new Director. All agree that the 
substitution was improper as the Col- 
lector defends as an individual not a 
public official. Pointing out that this 
was a trap and that the court erred in 
granting the substitution ex parte, the 
court here holds the substitution order 
invalid. Ignelzi v. Granger, DC Pa., 
1/19/55. 


Payments put in suspense account don’t 
start limitations running until tax is 
assessed. After a lengthy review of the 
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cases, legislative history, etc., the court 
concludes that if payment is made prior 
to assessment of a deficiency, payment 
for the purpose of starting the running 
of the statute of limitations occurs when 
formal assessment is made. Dubuque 
Packing Co. v. U.S., DC Iowa 12/27/ 
54. 


Statute of limitations no bar in adjust- 
ing carryback of operating loss on out- 
lawed year. The taxpayer, a coal dis- 
tributor, sustained a net operating loss 
in 1947 which was carried back to 
1945. In determining the extent to 
which the loss carryback applied there- 
to, the Commissioner recomputed tax- 
payer's 1945 net income by disallowing 
a 1944 net operating loss erroneously 
carried forward to 1945. The Tax Court 
upheld the Commissioner’s redetermina- 
tion for 1945 although determination of 
a deficiency for that year was barred 
by the statute of limitations. It is well- 
settled that the court may consider such 
facts arising in other tax years as may 
be necessary for redetermination of a 
deficiency in the year at issue. The 
Commissioner had not attempted to 
determine a deficiency for 1945 which 
the statute bars. Phoenix Coal Co., 
TCM 1955-28. 


Statute of limitations no bar if indict- 
ment returned within six years charges 
a felony. The defendant moved to dis- 
miss an indictment returned in 1954 on 
the ground that it charged him with 
failure to file income tax returns in 
1948, which crime constituted a mis- 
demeanor outlawed by the statute of 
limitations. The court maintains that 
the indictment charged the wilful at- 
tempt to evade income taxes by failing 
to file a return. This constitutes a felony 
and is thus governed by a six-year 
statute of limitations. The indictment is 
good. Knohl, U.S. v., DC N.Y., 12/28, 
54. 


Statute of limitations bars acknowl- 
edged refund. Taxpayer, in November 
1953 filed claim for refund of $300 
which was allegedly paid in access of 
what was legally owed as taxes for 
1949. The Internal Revenue Bureau 
acknowledged the correctness of the 
$300 overpayment but denied repay- 
ment because of taxpayer's failure to 
file for refund earlier. The court holds 
that the statute having run, the Bureau 
is not permitted to consider the claim. 
Long v. U.S., Ct. Clms., 1/11/55. 









New proposal avoids lumping income for 


tax purposes by using Sec. 107 idea 


\ ’ HILE THE 1954 cope in effect moves 
closer to averaging of income than 
did its predecessors, it will still leave 
many with bunched, or 
“jumpy” income, as Joseph A. Pechman 
puts it. This will, of course, impose a 
tax abnormally high in some periods 
and abnormally low in others. 
“Any averaging system will neces- 
sarily create difficult problems of com- 


taxpayers 


pliance and administration,” says Mr. 
Pechman, “and the plan I propose here 
is no exception. However, it seems clear 
that something will need to be done to 
alleviate at least some of the inequities 
resulting from the use of a one-year ac- 
counting period for tax purposes. For 
this reason, it would be desirable to do 
something about averaging as soon as 
possible. But it is necessary to proceed 
cautiously. One of the virtues of the 
plan is that it can begin on a modest 
scale and then be broadened as experi- 
ence is gained with its administration, 
without requiring sweeping changes in 
the Code. In addition, it might also 
put a stop to, or perhaps even reverse, 
the trend extending capital 
‘gains treatment to ordinary incomes 
which are lumpy in character.” 

Mr. Pechman, who is associate pro- 
fessor of finance in the School of Indus- 
trial Management at Massachusetts In- 
stitute of Technology, proposes this 
plan to provide a practical and modest 
averaging system, which will fit into the 
present federal individual income-tax 
framework and which will, at the same 
time, avoid many of the complicated 
administrative and compliance prob- 
lems of a general averaging system. The 
plan is described by Mr. Pechman in 
the National Tax Journal as follows. 

The plan is based on the proration 
principle incorporated in Section 1301. 


toward 





A new category of income would be 
recognized for individual income tax 
purposes, called “Section 1301 Income 
or Loss,” which may at the election of 
the taxpayer, be prorated back over a 
period of five years. This category 
would include as many income and loss 
items for which averaging appears to be 
needed, such as accumulated dividends 
on preferred stock, delinquent or ac- 
cumulated interest, deferred compensa- 
tion, the portion of gains from stock 
options not entitled to capital gains 
treatment, all the items now covered by 
Section 1301, and business and capital 
losses. 

The procedure proposed is as follows: 

1. A taxpayer would file a tax return 
and compute his tax each year on the 
basis of his total current income, in- 
cluding Section 1301 Income or Loss. 

2. The taxpayer would be allowed to 
credit against the tax due on income in 
the current year the difference between 
(a) the taxes paid on an annual basis 
during the past five years (including 
the current year), and (b) the taxes 
which he would have paid had the 
amount of Section 1301 Income or Loss 
in the current year been received in 
equal annual installments over the five- 
year period. A taxpayer would be eligi- 
ble to use the new Section 1301 every 
year. If the option to average is elected 
more than once in five years, he would 
be required to add current-year Section 
1301 income to prior-year incomes in- 
cluding the amounts previously prorated 
to those years under Section 1301. 

This scope and type of averaging pro- 
vided under the plan depends entirely 
upon the definition of Section 1301 In- 
come or Loss. The following remarks 
suggest a number of alternatives. 

1. As already indicated, Section 1301 
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Income or Loss could include business 
losses. This would mean that business 
losses could be carried back and pro- 
rated evenly over the five-year period. 
The present carry-forward can be re- 
tained or shortened as desired. If the 
carry-forward period remained at five 
years, the total averaging period for 
business losses would be ten years—the 
current year, the four prior years, and 
the five succeeding years. It is to be 
noted that the proposed averaging sys- 
tem would not be mandatory, so that 
business men would have the choice of 
the four-year carry-back or the five- 
year carry-forward. This flexibility 
might be especially important for new 
and growing businesses. 

2. It would also be possible to in- 
clude capital losses in Section 1301 In- 
come or Loss. The plan has the advan- 
tage that the offset against ordinary in- 
come for the current year and the pre- 
ceding four years can be allowed in one 
lump sum and the taxpayer would re- 
ceive the tax benefit of the carry-back 
of capital losses in the year such losses 
are incurred. Under this approach the 
limitation on deductibility of capital 
losses against ordinary income can be 
retained at the present $1,000 or raised. 
For example, if it were decided to raise 
the limit to $5,000 per year, the amount 
of capital losses includable in Section 
1301 Income or Loss would be limited 
to $5,000 in each year. 

In the case of both capital and busi- 
ness losses, this type of averaging would 
be much more, equitable than the loss 
offset treatment under present law, 
since the loss would be credited at the 
highest bracket rates in each year over 
the five-year period. Under present law 
such losses are credited against the indi- 
vidual’s entire current-year net income 
before they are carried back or forward. 
The result is that the taxpayer receives 
no benefit from the portion of his carry- 
back or carry-forward which is applied 
against his exemption; moreover, in the 
case of large carry-backs or carry-for- 
wards, the effective relief may be very 
low because they are credited at rates 
extending down to the lowest brackets 
in each year the carry-back or carry- 
forward adjustment is made. 

3. Complaints have been made re- 
garding the restrictiveness of the cover- 
age of the present Section 1301. In par- 
ticular, it has been pointed out that it is 
inequitable to require completion of 
personal services rendered over a period 
of 36 months or more before the com- 
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pensation received is eligible for Section 
1301 treatment. It would be possible to 
modify Section 1301 under the proposed 
revision to include compensation for 
services rendered over 36 
months or more, whether or not the 
particular project has been completed. 
It would also be possible to reduce the 
36-month period to 24 months. 

1. The plan might also be adapted to 
provide a practicable solution to the 
taxation of amounts received under de- 
ferred compensation contracts. The 
problem here has been that, even in 
those cases where the amounts deferred 
are clearly compensation in the years of 
employment rather than after retire- 
ment, the taxpayer does not have suffi- 
cient funds to discharge his tax liability. 
Moreover, the deferred compensation 
may be taxed at inordinately high mar- 
ginal rates if it is taxed in full when the 
taxpayer receives a non-forfeitable right 
to the compensation. The problem of 
payment and computation of tax can be 
solved under the proposed plan as fol- 
lows: (a) include the deferred com- 
pensation in Section 1301 Income or 
Loss in the year during which the tax- 
payer's right becomes non-forfeitable; 
described 
above; (c) give the taxpayer the op- 
tion to pay the tax in full in that year 
or to pay it in installments ratably over 
the period during which the deferred 
compensation is actually received. 

5. The plan might even be expanded 
to include a provision for the carry- 
back of unused exemptions. Thus, the 
unused exemption in any year could be 
included as a negative item in Section 
1301 Income or Loss. This would auto- 
matically permit proration of the un- 
used exemption over a five-year period. 
It is not recommended, however, that 
provision be made for the incorporation 
of unused exemptions in the plan be- 
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(b) compute the tax as 


cause it would involve too many tax- 
payers and would probably be too dif_i- 
cult to administer. 

6. Finally, the plan could also pre- 
vent the “wastage” of surtax exemp- 
corporations incomes 
which fluctuate above and below the 
surtax exemption level. This can be ac- 
complished by defining corporate Sec- 
tion 1301 Income or Loss to include 
losses for normal tax purposes, and 
wasted surtax exemptions plus losses for 
surtax purposes. By eliminating wast- 
age of surtax exemptions, the plan 
would, in effect, convert the present in- 
complete averaging system for corpora- 


tions by with 


tions to a general averaging system. 
This revision would be particularly 
helpful to small corporations, and _ it 
should be considered seriously irrespec- 
tive of a decision to adopt or reject 
averaging for individuals. . * 


You can’t ordinarily claim 
wife as dependent 

ONE OF THE TAX LETTERS gave its 
readers what we think is a bum steer a 
couple of weeks ago, when it recom- 
mended low-bracket taxpayers to con- 
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sider taking spouses as dependents and 
filing separate returns. Their point is 
that taxpayer can claim $600 for her as 
a dependent, then permit her to earn 
up to $600 without tax. We don't 
think so. 

In order for spouse to be a depend- 
ent, she must (1) not be a dependent 
claimed by another taxpayer, (2) she 
may not have any gross income. 
Doesn't this kill the extra $600 deduc- 
tion? 

P.S. The Regulations, issued since, 
say you can't do it. w 


fecting individuals 





Lawyer's travel expenses in connection 
with unsuccessful case on contingent 
basis are allowable as loss. Taxpayer 
took two trips to Indiana in connection 
with proposed litigation from which he 
would receive a legal fee only if suc- 
cessful. This had nothing to do with 
taxpayer's fulltime job with the Depari- 
ment of Labor. These costs cannot be 
deducted as travel expense in connec- 
tion with employment, but only as a 
loss on a transaction entered into for 
profit. Harry M. Leet, TCM 1955-13. 


Lawyer's hearing aid not business ex- 
pense. A practicing attorney deducted 
as a business expense the cost of main- 
taining his hearing aid. If he had taken 
the expense as a medical deduction he 
would not have had any tax benefit 
as the expense was not in excess of 5% 
of his adjusted gross income. The Tax 
Court disallowed the deduction and 
stated that a hearing aid was no differ- 
ent than eye glasses or false teeth. 
There was no evidence that the appli- 
ance was intended for business pur- 
poses only; and in any event it was so 
personal a use as to fall within the cir- 
cumscriptions of Sec. 24, 1939 Code. 
Paul Bakewell, Jr., 23 TC No. 101. 


Advances for services are income, not 
loan. The taxpayer received money 
from a corporation which hoped to de- 
rive profits from the development of 
ideas on which the taxpayer was work- 
ing. Taxpayer contended that the cor- 
poration was to be reimbursed out of 
the initial profits and that the amounts 
received by him were loans and not 
compensation. The IRS held that the 
financial arrangement constituted a 
profit-sharing scheme. Since the tax- 
payer had no obligation to repay in the 


absence of profits, the advances consti- 
tuted taxable income. Arthur J. Bou- 
chard, TCM 1954-243. 


Cost of auto travel between two jobs 
not deductible from adjusted gross in- 
come. Taxpayer, a high school principal 
in Attleboro, Mass., also taught two 
evenings a week in Boston. He claimed 
some $500 as the cost of traveling by 
auto the 37 miles between the two 
cities. Conceding that this would have 
been deductible as ordinary business 
expense, the Commissioner held that it 
was not travel away from home in con- 
nection with the performance of serv- 
ices as an employee and could not be 
claimed along with the standard deduc- 
tion. The Tax Court agrees—the teach- 
ing in Boston required no “travel.” 
Douglas A. Chandler, 23 TC No. 86. 


Accountant hired for one job had “tem- 
porary” job; food and lodging deduct- 
ible. Taxpayer, an unemployed ac- 
countant with a home in Memphis, was 
hired at $50 a week by a construction 
company to install and supervise an ac- 
counting system at a construction job 
115 miles away. The job took 7 months. 
The court held this was temporary em- 
ployment and permitted taxpayer to 
deduct food ($2.20 per meal) and 
lodging ($4 a day). The cost of auto 
trips home each week-end was a per- 
sonal expense and not deductible. Jas. 
P. Selby, TCM 1955-5. 


Wife’s expenses on business trip not de- 
ductible unless her presence had a bona 
fide business reason. If a wife accompa- 
nies her husband on a business trip, 
her expenses are not deductible unless 
her presence was directly attributable 
to her husband’s business and was 
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necessary to its conduct. Some inciden- 
tal services, such as typing notes, do 
not establish the necessity of her pres- 
ence. The ruling renews the case of 
John Charles Thomas, BTA memo. 
3/14/39, which allowed the travelling 
expenses of his wife who was coach, 
planned itineraries, was secretary, etc. 
Rev. Rul. 55-57. 


Decree mistakingly giving wife alimony 
instead of support for children not de- 
terminative of tax. (Non-acquiescence. ) 
A 1946 divorce decree directed hus- 
band to pay his divorced wife, the tax- 
payer, $22 a week for the support of 
herself and their children. In 1950 the 
court made a correction, retroactive to 
the date of the original decree, provid- 
ing that the payments were for tax- 
payer’s children alone. This court holds 
that the amounts paid the taxpayer in 
1947 are not taxable to her, being 
solely for the children’s support. Velma 
B. Vargason, 22 TC 100, non-acq. IRB 
1955-5, 6. 


Allocation of support and alimony when 
husband is in arrears. In 22 TC No. 79 
the Court decided that 50% of the 
amount the husband was required to 
pay taxpayer-wife was non-deductible 
as support for the children. $1,500 of 
the total’ payment for one year was not 
paid until the following year. The court 
follows the regulations and holds that 
the amount paid consisted of the entire 
support money due for the children. 
Only the actual amount paid ($1,500 
less than due) in excess of this support 
can be treated as alimony. Likewise 
when the $1,500 deficiency was paid 
in the following year it is alimony. 
Beulah Weil, 23 TC No. 82. 


Annual custody fee under sponsored in- 
vestment plan is deductible, not capi- 
talizable. A subscriber to an investment 
plan pays an annual custody fee to the 
sponsor for its investment counsel and 
record keeping functions. This is de- 
ductible as a non-business expense in- 
curred for the protection of income, 
etc. It cannot be treated as a capital 
expenditure. Rev. Rul. 55-23. 


Indian subject to income tax on trust 
lands; no penalty for failure to file as 
government handbook said it was non- 
taxable. Taxpayer is an Indian; certain 
lands allotted to her tribe in 1887 are 
held in trust. She never reported the 
income she received as taxable. The 
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court finds nothing in the allotment acts 
or the Code exempting such income 
from tax. However, the taxpayer had 
been told by government agents, and 
the advice had been included in the 
handbooks distributed to the Indians, 
that the income was non-taxable. She 
had reasonable cause for failure to file 
the return. Penalties were improperly 
assessed. Nicodemus v. U.S., DC Idaho, 
12/15/54. 


Legal fees allocable to recovery of title 
are not deductible, those allocable to 
recovery of deductible. Al- 
though title to rental property was in 
his sister’s name, taxpayer and the sister 
treated it as jointly owned, and he made 
payments on the mortgage. In 1945 the 
sister conveyed the property to herself 
and her husband as joint tenants. The 
taxpayer sued to establish his half in- 
terest in the property and income plus 
money paid on the mortgage. In the 
lower court he won judgment for the 
mortgage principal and interest he paid. 
On appeal he was found a joint owner 
and got title and some rentals. Tax- 
payer, on the cash basis, deducted in 
the year under review, the legal fee for 
the lower court trial. Perfection of title 
was the principal issue and some of the 
expenditures were for that purpose. To 
that extent the fees were capital ex- 
penditures. The Tax Court allowed as 
a deduction that portion of the legal 
fees allocable to the recovery of interest 


income 


and rental income. Expenses applicable 
to the recovery of income are deductible 
even though recovery is dependent on 
the establishment of title. Daniel S. W. 
Kelly, 23 TC No. 90. 


Allocation of legal fees between deduct- 
ible and non-deductible items ordered 
by circuit court. Taxpayers owned pre- 
ferred stock of Manufacturing Co. 
which transferred its assets to McCord 
Corp. for McCord common stock. Divi- 
dends on Manufacturing were in de- 
fault for over 15 years and the taxpayers 
wanted to exchange their stock for 
McCord common. They retained coun- 
sel to advise them. Upon investigation 
the attorneys effected the change by 
threatening a dissolution suit against 
Manufacturing. Taxpayers then de- 
ducted the legal fees as a non-business 
expense. The Tax Court found a por- 
tion of the legal fees were for research 
relating to the rights of preferred stock- 
holders and was properly deductible in 
full from gross income and also that the 


taxpayers employed counsel for the sole 
purpose of effecting a disposition of 
their preferred stock by dissolution or 
exchange. The circuit court holds these 
findings inconsistent and remands the 
case for apportionment of the fees. 
Dykema v. Comm’r, CA-6, 12/16/54. 


Attorney’s fees and other costs of re- 
covering “stolen property” deductible 
although litigation was over title. Os- 
car Hansen transferred all his stock in 
Bear Film Co. to his mother in trust for 
himself. At his death (leaving his 
daughter, the taxpayer, as sole heir) 
his mother transferred the stock to an- 
other son, Albert, to obtain his services 
as manager of the company. Bear there- 
after paid dividends of $61,000 to Al- 
bert and his estate. When Albert died 
he left the stock to his immediate 
family. Taxpayer learned of her rights 
in the stock from another relative and 
instituted litigation wherein she recov- 
ered the stock, dividends and interest. 
In order to obtain evidence she had 
agreed to give her informative relative 
stock worth over $84,000, and she paid 
over $90,000 in legal fees. In her 
return she deducted these amounts, 
$174,000, as expenses and omitted the 
$61,000 dividend The Tax 
Court included the dividend income 
and allowed her about $50,000 as that 
portion of her expenses allocable to 
the collection of dividends and interest. 
The Ninth Circuit reverses this decision. 
The amounts claimed by the taxpayer 
were deductible as collateral losses due 
to the theft of her property and not 
amounts to be capitalized as costs of 
perfecting title (there never was color 
of title in the taxpayer’s grandmother 
or Albert). No tax could be collected 
on the $61,000 dividends as it should 
have been paid by Albert as trustee. 
Taxpayer received this money as a re- 
turn of stolen property, not income. 
Vincent v. Comm’r, CA-9, 1/11/55. 


income. 


Attorney’s fees to recover earnings held 
deductible. (Acquiescence.) While a 
minor, the taxpayer was involved in 
law suits concerning his earnings as an 
actor. Attorney’s fees and court costs 
paid by him pursuant to a court order 
were held deductible. Frederick Cecil 
Bartholomew, 4 TC 349, non-acq. 1945 
CB 8, acq. IRB 1955-4, 6. 


Legal fees to recover compensation are 
deductible. (Acquiescence.) The Tax 
Court allows the taxpayer to deduct 
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attorney's fees paid to recover “back 
pay’ (within the definition of Sec. 
107(d), 1939 Code) in the year in 
which they were paid. Waldon D. 
Smith, 17 TC 135, acq. IRB 1955-4, 6. 


Debt becomes worthless in year of 
debtor’s death. The Second Circuit holds 
that a bad debt deduction for 1942 was 
properly disallowed by the Tax Court 
where that court found the debt be- 
came worthless on the debtor’s death in 
1941. The debtor died leaving only a 
5!/,% interest in ‘a highly speculative 
venture which was liquidated at a loss 
in 1942. Kahn v. Comm’r., CA-2, 


1/25/55. 


Exemption for sister disallowed on fail- 
ure to prove payment of half her sup- 
port. Taxpayer's sister stayed with him 
after her operation. He paid for her 
meals, lodging and some clothes. She 
had paid her own medical expenses. 
Since there was no record of the total 
amount spent by the sister and others 
on her support nor any record of the 
amount taxpayer spent, an exemption 
was disallowed. William H. Sayre, 
TCM 1955-20. 


Advances to limited partnership not 
proved a debt. During 1945 and 1946 
taxpayer made advancements of $14,- 
700 in accordance with a limited part- 
nership agreement for a mining busi- 
ness. The active partner abandoned the 
venture in 1947. A bad debt deduction 
for 1949 was denied on the grounds 
that it was not proved the money ad- 
vanced was intended as an indebted- 
ness, and that it was not shown, if a 
debt was established, that it became 
worthless in the taxable year. Elmer J. 
Thompson, TCM 1955-2. 


Income can be split in year realized 
although spearate returns filed in year 
earned [Non-acquiescence.] Although 
husband and wife filed separate returns 
in year Section 107 (a) income was 
earned they can split it in year realized 
by filing joint return. Ayers J. Stockly, 
22 TC 28. Non.-acq., IRB 1954-41, 6. 


Casualty losses: some allowed, some 
disallowed. In 1947 taxpayer’s furniture 
was shipped from Germany to Mary- 
land by the army and he filed a claim 
with the army for loss due to alleged 
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theft and damage. Part of this claim 
was allowed in 1948. In 1949 the tax- 
payer took a deduction on his income 
tax return for that portion not allowed 
by the army, but the court sustained 
the Commissioner’s disallowance be- 
cause the loss occurred in 1947 and its 
extent 1948. Loss for 
damage to fuel pump and muffler not 
allowed as not proved to be caused by 
flying stones as claimed. Loss for dam- 
age to starter, due to child’s pressing on 
same, allowed. No loss allowed for the 
excess of cost and repairs to an English 
Ford over its resale value because while 
car may have been a poor purchase 
there was no loss by casualty or theft. 
Harry M. Leet, TCM 1955-13. 


ascertained in 


No theft-deduction for lost wallet. Tax- 
payer had placed his wallet in his 
pocket and some eight blocks and two 
crowded elevators later discovered that 
the wallet was gone. Theft-loss deduc- 
tion disallowed because taxpayer not 
only failed to prove an actual theft but, 
by not showing the wallet had been 
found and not returned, he also failed 
to prove a theft by operation of -law. 


Paul Bakewell, Jr., 23 TC No. 101. 








Price $225.00 


TAX COURT DIGEST 


13 Volumes — Fully Complete 


THE “EASY TO USE” SET 


The Tax Court Digest alphabetical subject arrangement makes the set self-indexing. 


dition there are two well prepared research aids: 


The Complete Table of Cases 
The Index Volume which contains Digest Topics, 


Analysis Topics and a Word Index 


You may rent the use of the set for $7.50 per month. 


The Publisher will send the set to you for 60 days’ eramina- 


fion without obligation, and will assume expense of shipping 


THE BOBBS-MERRILL COMPANY, INC. 


730 N. Meridian Street 





In ad- 


Terms if desired 


Indianapolis 7, Indiana 
































~~ — 





Recent decisions make manufacturer's 


representative key figure in use tax 


: ipa UNITED STATES SUPREME COURT 


seems to be reversing itself in up- 
holding use taxes against foreign cor- 
porations, Charles G. Chester said 
recently. The new line seems to be a 
consideration of each state’s laws with 
respect to the case in question, rather 
than use of precedent established by 
the Court. 

Mr. Chester, who is Supervisor of 
the Rules and Regulations Division of 
the Chicago Department of Revenue, 
offered these observations at the last 
annual meeting of the National Associa- 
tion of Assessing Officers. 

The United States Supreme Court 
has gone so far, says Mr. Chester, in 
upholding use taxes and their collec- 
tion that it seems quite unnecessary for 
a state in which a manufacturer’s repre- 
sentative is operating in 
out-of-state 
attempt to collect sales or occupation 


conjunction 
with an manufacturer to 
taxes. If the seller merely maintains a 
“place of business” in the use tax state, 
he must collect the tax on all users in 
that state.! The seller is deemed to be 


maintaining a “place of business” in 


such a state merely by sending solicitors 
into the state from an out-of-state office.” 
However, recently in Miller Brothers 
Co. v. Maryland,—U.S.—, 74 S.Ct. 335, 
the Court refused to compel a foreign 
corporation operating a store in Dela- 
ware and making occasional deliveries 
in Maryland to collect a Maryland use 
tax on sales made in the store to Mary- 
land residents. 

The determination of liability for 
sales and use taxes is more likely to be 
based on interpretation of a particular 
state’s statutes rather than on the appli- 
1 Nelson v. Sears, Roebuck & Co., 312 U.S. 359. 


2 General Trading Co. v. State Tax Commission 
of Iowa, 322 U.S. 335. 


cation of the principles of “doing busi- 
ness.” Most use tax states require sellers 
who are “engaged in business” or who 
“maintain a place of business” in the 
state to collect the use tax. These defini- 
tions are not difficult to meet as these 
terms are usually given a much broader 
interpretation than “doing business” in 
any of the states. 

In use tax states the only “doing busi- 
ness” requirement left appears to be that 
there be some activity by the seller in 
the taxing state. 


State action 

After awaiting the Miller decision, 
the Arkansas Supreme Court rendered 
six decisions, two concerning the gross 
receipts tax and three the use tax. 
Commissioner v. Fred J. Vandemark 
Co. (Case No. 208), is the decision that 
interests me. Vandemark Co. was a Ten- 
nessee machinery sales company which 
not only employed traveling  sales- 
men in Arkansas, but also contracted 
with an Arkansas manufacturer’s repre- 
sentative to sell machinery in Arkansas. 
The manufacturer's representative had 
to maintain a salesroom in Arkansas, 
maintain and operate a truck to service 
the machinery, and to make 45-day in- 
spections of the machinery. The manu- 
facturer’s representative operated on a 
commission basis forwarding all orders 
to Tennessee for acceptance. 

The Court held that without doubt 
these activities under the contract 
brought Vandemark Co. into the taxing 
jurisdiction of Arkansas under Miller. 

In some instances the manufacturer’s 
representative problem is solved by re- 
quiring the manufacturer’s representa- 
tive to file an information return on 
locally sold goods. From this informa- 
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tion the buyer’s state can then levy its 
use tax directly on the consumer. I am 
told it even has the effect of encourag- 
ing out-of-state manufacturers to regis- 
ter under the use tax acts and save the 
buyer’s state the collection problem. As 
far as the out-of-state manufacturer is 
concerned the problem is one of book- 
keeping, since he is authorized to col- 
lect the tax from the consumer. A 
serious collection problem arises if no 
information return is filed and the 
buyer’s state can’t force the out-of-state 
manufacturer to register and collect use 
tax. The state is forced to police pur- 
chases and except for large transactions 
administrative costs would be greater 
than collections. 

Illinois has the problem of effective 
levying of its occupation tax where the 
manufacturer’s representative relation- 
ship is present, whereas most other 
states, having a use tax, consider this a 
collection problem. 

Illinois has a tax which is levied on 
the retail seller of tangible personal 
property. The tax is not levied on the 
consumer. As a matter of busines: prac- 
tice, the incidence of the tax is passed 
on to the user or consumer as a sepa- 
rately stated item so that the practical 
effect is about the same as it would be 
under a sales tax. In Standard Oil Co. 
v. Dept. of Finance, 383 Ill. 136, the 
Illinois Supreme Court stated that the 
tax was measured upon the gross re- 
ceipts of all sales regardless of where 
the sales were made, provided they 
were made in the business of an occu- 
pation located within the State of 
illinois. 

In McLeod v. Dillworth, 322 U.S. 
327, the Court held that the buyer’s 
state could not impose its sales tax in a 
situation in which nothing happened in 
the buyer’s state except that solicitors 
from the seller’s out-of-state office took 
orders in the buyer’s state and the buyer 
physical possession of the 
goods there after interstate transporta- 
tion. This holding was reaffirmed in 
Norton Co. v. Dept. of Revenue, 340 
U.S. 534, with some modification for 
occupation tax states. 


received 


The Norton case 

The United States Supreme Court 
refused to follow its use tax decisions in 
the Norton case, on the ground that the 
retailers’ occupation tax is not a use tax. 
If the Court had followed these cases 
by holding that if an out-of-state manu- 
facturer had a taxable situs within 
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Illinois for occupation tax purposes, 
there would be tax liability on all retail 
sales to purchasers in Illinois, regard- 
less of how the sale was made. To have 
done so would have simplified our prob- 
lem and done away with the necessity 
of distinguishing between various types 
of transactions with different elements 
of sale involved. 

In the Norton case the seller was 
subjected to tax on orders taken in IIli- 
nois by an intrastate retail selling office 
of the company, even though the orders 
were subject to acceptance outside the 
state where shipments were made from 
Massachusetts directly to the purchaser 
F.O.B. the Massachusetts 
shipping point. The theory of this case 
is that the use of a local retail outlet 
intrastate 
selling to take an order or make final 


in Illinois, 


doing both interstate and 
delivery of the goods constitutes a co- 
mingling of interstate and _ intrastate 
business so as to remove the interstate 
business from the tax exempt category. 

This case has led to the adoption of 
regulations? holding that if an out-of- 


Ss 


ate company has, in Illinois, a place 
of business which sometimes makes in- 
trastate retail sales, the company is 
liable for the occupation tax on an 
otherwise exempt interstate retail sale 
if the local sales office is used in the 
transaction to take the order or to make 
final delivery of goods in Illinois. 


State tax changes voted 
in recent elections 


[HE STATE TAX cauldron bubbled mer- 
rily last fall; as a result a number of 
new state tax proposals were voted on. 
Here is a summary of those tax changes 
approved and disapproved. Data from 
the Tax Foundation. 

In ten states 17 tax changes were 
considered. Of the two tax increases 
adopted, one was a modest 2-mill tax 
tied to bond issues; the other was a 
severance tax which affected a rela- 
tively small number of voters. 

Of the 17 tax proposals, 10 related to 
the property tax. Four of them (three 
in California) broadened property tax 
exemptions. Nebraska’s electorate gave 
the Legislature discretion to exempt 
household personal property from tax- 
ation, but a similar proposal in adjoin- 
ing Colorado was very narrowly de- 
feated. In Colorado two years ago, a 


Article 5, subdivision III of the Rules & Regu- 
lations Relating to the Retailers’ Occupation Tax 
Act (1954). 


like amendment was overwhelmingly 
rejected when it was tied to a six-year 
exemption of certain industrial property. 

Michigan voters approved a measure 
designed to provide greater flexibility 
in state fiscal management. Although 
increasing the amount of the retail sales 
tax earmarked for public schools, the 
constitutional provision spelling out the 
method for distributing it to schools 
was eliminated, and full discretion left 
in the hands of the Legislature. 


Tax changes approved 

CauirorniA. Broadening property tax 
exemptions for certain non-profit insti- 
tutions. Making permanent property tax 
exemption for California-registered ves- 
sels (over 50 tons burden) engaged in 
handling freight and passengers. In- 
creasing from $1,000 to $5,000 prop- 
erty exemption of veterans with total 
and permanent disabilities. 


Louisiana. Earmarking the beer tax to 
finance Korean bonus bonds. Levying 
new forestry severance tax and earmark- 
ing three-fourths of it for parishes. 


Micuican. Changing constitutional dis- 
tribution of sales tax by increasing pub- 
lic schools’ share from 1.84¢ to 2¢, and 
giving entirely to legislative discretion 
the method of distribution. (No change 
made in 1/5¢ earmarked for localities 
and 1/5¢ to general fund. ) 


Montana. Adding two 1 mill property 
tax levies to pay for its new building 
bonds. 


NEBRASKA. Permitting the Legislature 
to exempt household personal property 
from taxation. Prohibiting state prop- 
erty tax if general sales tax or income 
tax is adopted. 


Nevapa. Abolishing constitutional re- 
quirement for an earmarked tax of 1% 
of state assessed valuation for support 
of university and public schools. 


Tax changes, rejected 


ARKANSAS. Extra liquor tax of 3% on 
wholesalers’ price. Prohibiting a levy of 
a state property tax. 


CoLorapo. Permitting the Legislature 
to exempt household personal property 
from taxation. 


Nortu Dakota. Exempting food from 
sales tax. Making non-refundable 1¢ of 
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5¢ tax when gasoline is used for non- 
highway purposes, and using proceeds 
for rural roads. Earmarking for highway 
purposes collections from sales tax on 
cars, trucks, and accessories. 


OreEcon. Limiting state property tax to 
6 mills by constitutional amendment 
rather than by statute, and repealing 
constitutional amendment limiting state 
tax levies to 6% over the levy in any of 


A 


the three preceding years. % 


Real estate taxes up 


THE AVERAGE national adjusted tax rate 
on real estate in American cities in- 
creased 3.9% to $20.88 per $1,000 in 
1954, a reversal of the downward trend 
of the past five years. These figures were 
compiled by the Citizens Research 
Council of Michigan. 

The Assessor's News Letter explains 
that the adjusted tax rate is a yardstick 
by which communities which assess at 
varying proportions of market value are 
put on a common basis for purposes of 
comparison. The adjusted tax rate is 
the product of the unadjusted tax rate 
multiplied by the ratio of assessed value 
to market value. 

During the ten-year period, 1945 to 
1954, the average assessed valuation for 
cities of more than 30,000 increased 
40%. Meanwhile the average unad- 
justed tax rate rose from $38.95 to 
$50.93, an increase of 30.7%. In 1954, 
the total assessed valuation of 222 cities 
of 30,000 or larger increased 3.5% over 
1953. 

The proportion of exempt property 
reported by 236 communities for 1954 
average 19.2%, compared with 18.8% 
in 1953 and 18.4% in 1952. Thus the 
load on taxable property rose slightly. 


Proposed changes in N.Y. 
income tax parallel federal 


SUGGESTIONS FOR CHANGE in five major 
areas of the New York personal income 
tax by the 1955 legislature indicate 
that state thinking is along federal lines. 
It has been asked that medical deduc- 
tions be increased, relief be granted 
for child care expense of a working 
parent, and a re-examination be made 
of the taxable status of death, sickness, 
and injury benefits. The possibility of 
exempting pensions and increasing ex- 
emptions to the aged, blind, and physi- 
cally handicapped were also recom- 
mended for consideration. * 
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New possibilities in statutory stock options 


for closely-held corporations 


A LITTLE NOTICED decision just ren- 
“% dered may point the way for the 
closely held corporation to use the stat- 
utory stock option device. 

In Phil Kalech, 23 T.C., No. 89, tax- 
payer had become sales manager of the 
Toni Company in December, 1946. On 
April 19, 1947, he exercised an option 
to buy 60 shares of Toni stock for $20,- 
000. The option stock could not be sold 
or pledged for 51/, years without con- 
the 
corporation could reacquire the shares 
on termination of employment, death or 
bankruptcy at book value or original 
cost, whichever was greater, and held 
a proxy to vote the shares. Book value 
on April 19, 1947, was $557.12 per 
share. In 1948 the Toni stockholders 
sold out to Gillette Safety Razor Com- 
pany. For his 60 shares taxpayer re- 
ceived over $744,000. 

Taxpayer did not report any com- 
pensation income on his 1947 return 
by reason of the exercise of the option. 
On his 1948 return he reported a long 
term capital gain measured by the dif- 


sent of the corporation. Moreover, 


ference between the proceeds of sale 
of Toni stock and their cost (plus ex- 
‘penses of sale). 

The Commissioner determined that 
the fair market value of Toni stock on 
April 19, 1947, was $2,000 per share; 
that consequently taxpayer received ad- 
ditional compensation of $100,000 in 
1947. Consistent with that contention 
the Commissioner reduced the amount 
of long term gain reported in 1948. 

Taxpayer conceded the increase in 
1947 income, but in one of those curi- 
ous reversals of position occasionally 
encountered in tax cases the Commis- 
sioner argued that the fair market value 
of the Toni stock on the option exercise 
date was really no more than its book 


value of $557.12 per share. (The rea- 
son for the change apparently was that 
a 1949 net operating loss would have 
wiped out additional 1947 income any- 
way, so that there was a revenue gain 
—in the larger capital gain—from the 
change of position. ) 

The Court held that the fair market 
value of the Toni shares on the option 
exercise date was $557.12 each. Fol- 
lowing is the pertinent portion of the 
opinion: 

“The underlying theory of respond- 
ent’s allegation that the fair-market 
value of the shares was $557.12 each, 
their book value on March 31, 1947, is 
that the provisions of the option under 
which petitioner purchased the shares 
were so restrictive as to preclude any 
higher fair-market value on that date. 
Petitioner conceded the correctness of 
respondent’s original determination, and 
argues that the lower fair-market value 
has not been proved. 

“We agree with the respondent that 


the value of the shares on the date 
they were purchased could not have 
exceeded $557.12. The shares for a 
period of 51/, years could not have 
been sold or pledged without the writ- 
ten consent of the vendors. Should pe- 
titioner have terminated his employ- 
ment with Toni, or died, or become 
bankrupt, or tried to dispose of the 
shares, the vendors had the right to re- 
purchase them at their book value on 
the last day of the month immediately 
preceding such an event or for $333.33, 
whichever was greater. Since the re- 
spondent claims no lesser amount but 
alleges that $557.12 per share should 
be used, we conclude that such amount 
is the basis for computing the long- 
term gain which petitioner realized in 
1948, and for computing the amount 
of compensation which he realized upon 
exercise of the option in 1947.” 


Use with close corporation 


What has all this to do with statutory 
stock options? Simply this: There is no 
market for the stock of a closely held 
corporation. Consequently, the require- 
ment of the statutory stock option pro- 
visions, that the option price be not 
less than 85% of fair market value, is 
generally impossible to meet in the case 
of such a corporation. But under the 
Kalech case if the option stock is in- 
cumbered with additional restrictions 
of the type there involved, its value has 
a definite, ascertainable ceiling—hence 
the statutory requirement can be met. 

The unanswerable question, of 
course, is whether the Commissioner 
will stick by Kalech when it is not to 
his advantage to do so. Based on past 
experiences, it would appear unlikely. 


Profit sharing plan formulas 


need not be fixed absolutely 


bf IS ABOUT TIME THAT the Service 
abandoned its attempt to require 
that a qualified profit-sharing plan in- 
clude a fixed and determinable formula. 
A long series of decisions, beginning 
with Lincoln Electric Co., 190 F. 2d 
326 (which approved an irrevocable 
single contribution plan), has refused 
to adopt its views. 

In Produce Reporter Co. v. Commis- 
sioner, 207 F. 2d 586, the 7th Circuit 
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affirmed the Tax Court’s holding that 
a plan without any formula, but under 
which annual irrevocable contributions 
were made from profits, qualified. And 
now the 9th Circuit, in The McClintock- 
Trunkey Co. v. Commissioner (decided 
December 7, 1954), falls in line and 
takes the same view. 

In that case the plan provided that 
the employer should contribute annually 
not less than 5% of net profits and any 
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additional amount determined by the 
directors, up to 15% of total compen- 
sation of participants. [t had the usual 
permitting amendment or 
termination provided that under no cir- 
cumstances could contributed amounts 
be returned to the employer. 

For its fiscal year ended in 1947 the 
directors voted to contribute 10% of 
the compensation of participants; for 
the following year they voted a contri- 
bution of 71/5% of participants’ com- 
pensation. Each amount exceeded 5% 
of net profits. The Commissioner al- 
lowed as a deduction only so much of 
each contribution as did not exceed 5% 
of net income. He disallowed the bal- 
ance as not having been paid under a 
plan. The Tax Court upheld him, dis- 
tinguishing its Produce Reporter Co. 
decision on the ground that here the 
question was not whether a trust needed 
a definite formula, because this trust 
had one, but whether the formula was 
exceeded by the payments actually 
made. The Court found that it was. 

The Court of Appeals, in reversing, 
pointed out that the plan itself per- 
mitted amendments of the contribution 
formula at any time. Judge Healy wrote: 

The reserved right was as 
much a part of the plan as any other 
of its provisions. The resolutions of pe- 
titioner’s board fixing and directing con- 
tributions for the years in question were 
an appropriate if informal exercise of 
the power to amend, notwithstanding 
the word ‘amend’ was not used in the 
resolutions. . 


provisions 


‘The Commissioner’s argument for 
affirmance appears to rest not so much 
on the holding below as upon the provi- 
sions of section 29.165-1 of Treasury 
Regulations 111, providing in part that 
a profit-sharing plan must be ‘based on 
a definite predetermined formula for 
the determination of the profits to be 
shared.’ Apparently the Commissioner 
takes the further position that the for- 
mula employed must have prior depart- 
mental approval. We think neither con- 
tention is sustainable. . 

“The Commissioner says that Lincoln 
Electric and Produce Reporter were 
wrongly decided. However, for reasons 
best known to himself he refrained 
from seeking the reversal of either by 
the Supreme Court. As already indi- 
cated we regard both cases as correctly 
stating the law. If what they stand for 
is good law, then the Tax Court’s deci- 
sion in the case before us cannot justly 
or rationally be sustained.” 





Corporate distribution of FHA “wind- 
fall” profits held not compensation. 
Taxpayers were stockholders in a cor- 
poration engaged in the building and 
rental of apartment units. The corpora- 
tion secured FHA insured mortgages 
exceeding construction costs and dis- 
tributed the difference to its share- 
holders. Since such distributions were 
held not taxable as dividends because 
they were made out of capital (although 
no impairment of capital wa. involved: 
see p. 209) neither were they taxable 
as compensation to the stockholder- 
officers. There was no obligation to pay 
such compensation and the distributions 
were in proportion to holdings. George 
M. Gross, 23 TC No. 97. 


Annuity distributed by liquidating pen- 
sion trust which ceased to be exempt 
is taxable income. In 1948, taxpayer re- 
ceived an annuity purchased for him 
by the trustees in winding up the bonus 
and profit-sharing trust of a dissolved 
employer. They used the credits in his 
account, based on contributions made 
in 1942 and 1943 when the trust was 
exempt. However, the trust was not 
exempt in 1948, due to changes in the 
law. The court holds that, not coming 
under the exemption provision of the 
law, the receipt of the annuity contract 
represents income to the extent of its 
fair market value. Arthur W. Einstein, 
TCM 1955-6. 


Executive retiring just prior to vesting 
of pension rights received voluntary 
payment as ordinary income. Taxpayer 
resigned just prior to the expiration of 
the initial five-year period under a pen- 
sion plan during which rights were for- 
feitable. The minutes of the Board of 
Directors stated that there was no ob- 
ligation to make any payment, but that 
it had been understood he would re- 
ceive the cash surrender value of in- 
surance policies on his life held by the 
fund. The taxpayer claimed the pay- 
ment was a gift. The Tax Court said it 
was obvious the corporation felt it had 
a moral obligation; the payment was 
not a gift. John F. Beggy, 23 TC No. 95. 


Proprietary stock option. (Non-Acqui- 
escence.) The Regulations provide that 
upon the exercise of a stock option 


New compensation decisions this month 
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received after 2/26/45 by an employee 
from his employer, the employee re- 
ceives compensation to the extent that 
value of stock when received exceeded 
option price. Accordingly, the Com- 
missioner asserted that Lo Bue received 
taxable income in 1946 and 1947 upon 
sale of stock options. The Tax Court 
said that under the rule of the Smith 
case (324 U.S. 177) whether an op- 
tion is compensatory is a question of 
fact. The Tax Court found that the op- 
tions were given to enable employees 
to acquired proprietary interest. Since 
there was no compensation included, 
the gain on the sale was wholly tax- 
able. Philip J. Lo Bue, 22 TC 440, acq. 
IRB 1954-47, 5, non-acq. IRB 1955-3, 6. 


Forfeitable interest in exempt pension 
or profit sharing plan excludable by 
beneficiary up to $5,000. Installment 
payments to the heir of a deceased 
participant of a pension or profit-shar- 
ing plan qualified under Sec. 165(a) 
of the 1939 Code are excludable from 
the gross income of the heir in an ag- 
gregate amount up to $5,000 when 
specifically designated as paid only 
by reason of the death of the employee 
and where the participant had a for- 
feitable interest immediately prior to 
death. Where the participant had a 
nonforfeitable as well as forfeitable in- 
terest, the beneficiary may exclude a 
pro rata portion of such payments until 
an aggregate of $5,000 is excluded. 
Rev. Rul. 55-64. 


UN death benefits not taxable. The UN 
guarantees certain death payments to 
the beneficiaries of staff members and 
military observers killed in UN service. 
Solely for the purpose of meeting such 
payments the UN purchases insurance 
on the lives of such personnel, listing 
itself as beneficiary. In the event of 
the death of the insured the UN pays 
over the insurance proceeds which it 
receives as beneficiary of the policy 
to the beneficiaries or estate of the 
decedent. The Commissioner has de- 
termined that such payments are ex- 
empt from income tax as life insurance 
payments since the UN as trustee was 
no more than a conduit from the in- 
surer to the insured’s beneficiaries. 
Rev. Rul. 55-63. 
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Mineral producers should file 


refund claims based on Cherokee 


M ANY PRODUCERS OF MINERALS which 
41¥4 are not ores have additional sup- 
port for claims for refund as a result 
of the Fifth Circuit’s decision of Janu- 
ary 21, 1955, in U.S. v. Cherokee Brick 
& Tile Co., affirming the District Court 
of Middle Georgia. 

The decision in Cherokee represents 
a careful interpretation of the meaning 
of 1939 Code section 114(b) (4) (B), 
which reads as follows: 

(B) Definition of Gross Income from 
Property.—As used in this paragraph 
the term “gross income from the prop- 
erty” means the gross income from min- 
ing. The term “mining,” as used herein, 
shall be considered to include 
the the ores or 
minerals from the ground but also the 
ordinary treatment processes normally 
applied by mine owners or operators 
in order to obtain the commercially 
marketable mineral product or prod- 
ucts. The term “ordinary treat- 
ment processes,” 


not 


merely extraction of 


as used herein, shall 
include the following: (i) In the case 
of coal—cleaning, breaking, sizing, and 
loading for shipment; (ii) in the case 
of sulphur—pumping to vats, cooling, 
breaking, and loading for shipment; 
(iii) in the case of iron ore, bauxite, 
ball and sagger clay, rock asphalt, and 
minerals which are customarily sold in 
the form of a crude mineral product— 
sorting, concentrating, and sintering to 
bring to shipping grade and form, and 
loading for shipment; and (iv) in the 
case of lead, zinc, copper, gold, silver, 
or fluorspar ores, potash, and ores which 
are not customarily sold in the form. of 
the crude mineral product—crushing, 
grinding and beneficiation. by: concen- 
tration. (gravity, flotation, amalgama- 
tion, electrostatic, or magnetic), cyani- 
dation, leaching, crystallization, \ pre- 
cipitation (but not including as an or- 


dinary treatment process electrolytic 
deposition, roasting, thermal or electric 
smelting or refining), or by substan- 
tially equivalent processes or combina- 
tion of processes used in the separation 
or extraction of the product or prod- 
ucts from the ore, including the furnac- 
ing of quicksilver ores. . 

The crux of Cherokee is indicated by 
the italics added in the above sub- 
paragraph. Clay is not governed by 
“(iii),” because it is not a mineral 
“customarily sold in the form of a crude 
mineral product”; neither is clay gov- 
erned by “(iv),” because it is not an 
ore “not customarily sold in the form of 
a crude mineral product.” The District 
Court held rather that clay is a min- 
eral, in this case sold in the form of the 
finished brick and tile. Since neither 
“(iii)” nor “(iv)” were applicable, the 
District Court fell back on the second 
sentence of the subparagraph in finding 
the taxpayer entitled to depletion on 
the “commercially marketable mineral 
product or products,” brick and tile. 
In so far as the regulations attempted io 
extend “(iv)” to cover minerals, as 
well as ores, not customarily sold in the 
form of the crude mineral product, the 
regulations were held invalid. 

The Circuit Court’s decision is rather 
brief. Nevertheless, the following para- 
graph therefrom presents an interesting 
subject for dreaming: 

The statutory language is clear and 
unambiguous, which is that gross in- 
come from mining must include the in- 
come which must be applied to the ore 
or mineral in order to obtain the com- 
mercially marketable mineral product, 
that is, the first product which is mar- 
ketable in commerce. There is no pro- 
vision in the statute for excluding any 
process before such a marketable prod- 
uct is) reached. The only restriction is 
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that the processes must be the ordinary 
treatment processes normally applied 
by mine owners or operators. 

Did the circuit court mean this para- 
graph to stand by itself? Note the 
phrase, “ore or mineral,” which seems 
to make the paragraph a general state- 
ment of the law rather than a statement 
applicable solely to the facts at issue. 
As dictum, of course, the paragraph has 
limited value. Nevertheless, it may sug- 
gest the possibility that, in determining 
gross income from mining, the point at 
which a commercially marketable prod- 
uct is reached is the all-important con- 
sideration and that the processes spe- 
cifically listed in “(i),” “(ii),” “(iii),” 
and “(iv)” are, for the most part, illus- 
trative. Your editor does not believe 
that this view could be sustained. 

Irrespective of how far the Fifth Cir- 
cuit decision may be extended—it is 
clear that any taxpayer producing min- 
erals not customarily sold in the form 
of a crude mineral product should con- 
sider the filing of protective claims for 
refund for all open years. Many mineral 
producers deplore the Cherokee deci- 
sion. In the case of some minerals, in- 
formal industry-wide agreement was 
reached with the Service with respect 
to the processes which would be con- 
sidered the ordinary processes of min- 
ing. Taxpayers who regarded them- 
selves informally bound by such agree- 
ments may now feel themselves in the 
awkward position of appearing to abro- 
gate the informal agreements with the 
Service by their acts of filing claims 
for refund. Bill Welsch, editor of this 
journal’s “Oil and Gas” column suggests 
that such claim for refund, after recit- 
ing grounds for the claim, might bear 
an explanation that the claim is entered 
principally for the purpose of protecting 
the taxpayer’s interests in the event that 
the rule of the Cherokee case is sus- 
tained, or is broadened to cover the 
mineral in which the taxpayer is con- 
cerned. Some such explanation would 
be helpful in indicating that the min- 
eral industry is not making a concerted 
attack on agreements arrived at in con- 
ferences with the Service. bs 





Statement of intent to hold mineral 
claims inconsistent with abandonment; 
loss disallowed. In 1942 the taxpayer 
removed all equipment from its Idaho 
mines, allowed the workings to cave 
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in and set up a sum on its books of the 
salvage value of the surface rights. In 
1942, 1943 and 1944 it filed annual 
statements of intention to hold the un- 
patented claims and paid assessments 
on its patented claims. (A patent is a 
right to use land in the public domain 
and is essentially equivalent to owner- 
ship. If lands are unpatented, work 
must be done on them annually or 
these declarations filed.) In i947 the 
claims and buildings were sold for re- 
creational use. Taxpayer claimed an 
abandonment loss for 1942. This claim 
was denied by the district court and the 
circuit court affirms the decision. The 
taxpayer filed declarations of intent to 
hold the property. One judge dissented 
on the ground that abandonment for 
tax purposes is not the same as abandon- 
ment under mining claims law. The 
annual declaration protected not only 
subsurface but also surface rights and 
were necessary for salvage. Talache 
Mines, Inc. v. U.S., CA-9, 12/28/54. 


“stone” for 
For 


Gypsum not percentage 
depletion 
purposes, gypsum is not “stone” unless 
used or sold for use by a mine owner or 
operator as stone. Rev. Rul. 55-67. 


depletion. percentage 


Clay commercially marketable only as 
brick; depletion allowed on value as 
brick. In computing percentage deple- 
tion, the Commissioner removed from 
the sale of 
bricks, the portion representing value 


the gross income from 
idded by shaping the clay, burning in 


(He 


allocated proceeds in the same propor- 


kilns and loading for shipment. 


tion as costs.) This court agrees with 
the Tax Court that this was improper. 
The statute allows depletion to be com- 
puted on the gross income from the 
first commercially marketable product. 
There is, in fact, no market in the raw 
clay. The first article of commerce ob- 
tained is the finished brick or tile. De- 
pletion must be computed on its value. 
Cherokee. Brick & Tile Co., U.S. v., 


CA-5, 1/21/55. 


Strip contractor allowed depletion; he 
took risk and was paid only from pro- 
duction. During the years involved, 
taxpayer did the actual stripping work 
for an operator who obtained leases on 
various coal lands. The price per ton 
delivered by taxpayer was determined 
after negotiation. No written contracts 
were made. The court found that in 
general, taxpayer’s compensation de- 


pended on the market price for coal. 
Taxpayer tried to have a 30-day supply 
stripped and ready for delivery. The 
court found he could look only to pro- 
ceeds of sale for compensation, He is 
therefore entitled to percentage deple- 
tion. Paul E. Barry, TCM 1955-12. 


Cost of future back-filling of stripped 
land not deductible because estimate 
not reasonable. The third circuit holds 
this case is indistinguishable from 
Patsch, 208 F 2d 532, in which a coal 
operator who mined coal by stripping 
was not permitted to deduct the esti- 
mated future cost of back-filling the 
stripped land (required by state law) 
because the taxpayer did not show the 
estimate was reasonable. Jenkins v. 
Comm’r, CA-3, 1/13/55. 


Computation of percentage depletion 
for coal strip-miner. A coal strip-miner 
is entitled to percentage depletion 
where his compensation is not a fixed 
price per ton of coal delivered but is 
based upon a number of factors includ- 
ing the market price of the coal. Aban- 
donment losses on mining equipment 
must be deducted, along with all other 
deductions from gross income, in deter- 
mining net income which is the basis 
for the depletion allowance. See com- 
ments in JTAX, June 1954, in regard to 
the Big Four Oil case. Probably the 
only way to bring common sense into 
this area would be to place in the Code 
the 
property which would bring into the 
computation all elements relating to the 
operation of the mining property. Elk 
Lick Coal Co., 23 TC No. 76. 


a definition of net income from 


No gain or loss on assignment of pro- 
ducing interest and equipment for cash 
and retained royalty. The IRS abides 
by its position that no gain or loss is 
recognized on the transfer of a pro- 
ducing oil or gas interest for cash plus 
a retained royalty; the cash is treated 
as a bonus or advance royalty subject 
to depletion. Extending this reasoning 
to the case in which depreciable equip- 
ment is also transferred, the IRS holds 
that the cash is considered applicable 
to the depreciated cost of the equip- 
ment; any excess received is a bonus; 
if the cash is less, the difference is a 
cost of the retained royalty recoverable 
only by depletion. Rev. Rul. 55-35. 


AEC haulage allowances not subject 
to depletion; development allowances 
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are. If the haulage allowance paid by 
AEC for uranium produced over one 
hundred miles from the purchase depot 
exceeds the haulage costs, the excess 
is regarded as income from other than 
mining. The allowance should not be 
included in gross income subject to 
depletion nor in net income from min- 
ing for computing the limitation on per- 
centage depletion. If the costs exceed 
the allowance, however, the excess re- 
duces depletable gross income because 
they, in effect, reduce the market price. 
While certain allowances paid for the 
encouragement of exploration or devel- 
opment or mining of strategic ores are 
non-taxable under the Code, this does 
not apply to AEC development allow- 
ances, which are paid on production. 

It should hardly be necessary to point 
out the inconsistency of this ruling with 
respect to haulage allowances. The rul- 
ing states: “If the hauling allowance 
exceeds the haulage cost, the profit is 
ordinary income from an activity other 
than mining.” Many a sourdough will 
be surprised to learn that his activities 
embrace the haulage business as well as 
the mining business. Rev. Rul. 54-47. 
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New ruling clarifies question on reorgan- 


ization involving foreign corporations 


" Penorage THE COMMISSIONER appar- 

4 ently considers in deciding whether 
a reorganization involving a foreign 
corporation effected tax free 
were discussed here in February (2 
JTAX 2, p. 125). A recent ruling seems 
to settle a long-standing question on the 
circumstances in which an advance rul- 
ing is required. 

Section 367 of the 1954 Code limits 
the provisions prescribing the non- 
recognition of gain or loss on certain ex- 
changes effected by or with a foreign 
corporation as follows: 

“In determining the extent to which 
gain shall be recognized in the case of 
any of the exchanges described in sec- 
tions 332, 351, 354, 355, 356, or 361, a 
foreign corporation shall not be con- 
sidered as a corporation unless, before 
such exchange, it has been established 
to the satisfaction of the Secretary or 
his delegate that such exchange is not 
in pursuance of a plan having as one of 
its principal purposes the avoidance of 
Federal income taxes. For purposes of 
this Section, any distribution described 
in section 355 (or so much of section 
356 as relates to section 355) shall be 
treated as an exchange whether or not 
it is an exchange.” 


can be 


With the exception of one change, 
Section 367 is identical with Section 
112(i) of the Internal Revenue Code 
of 1939. The change in Section 367 re- 
lates to its applicability to spin-offs. 
Section 112(i) of the Internal Revenue 
Code of 1939 applied only to certain 
specified “exchanges,” and a_ tax-free 
spin-off under Section 112(b)(11) of 
the Internal Revenue Code of 1939 was 
not included in as much as it did not 
involve an exchange. It is now provided 
that for the purpose of Section 367, a 
distribution described in Section 355 
(the counterpart of Section 112(b) 


(11)) shall be treated as an exchange 
whether or not it is an exchange. 

In implementing Section 112(i), the 
Regulations used the following lan- 
guage: 

“A foreign corporation will not be 
considered a corporation to or from 
which a tax-free transfer of property 
for stock or securities may be made, or 
a corporation a party to a reorganiza- 
tion with which a tax-free reorganiza- 
tion exchange may be made, or a cor- 
poration a party to or from which a tax- 
free liquidation distribution may be 
made, unless, ..” Reg. 118, Section 
39.12(i)-1(a). 

Section 112(i) and the Regulations 
imposed the requirement that a ruling 
be obtained prior to the exchange as a 
condition precedent to any corporate 
reorganization and any tax-free liquida- 
tion under Section 112(b)(6). While 
the Regulations appeared to be in most 
respects a proper implementation of the 
statutory requirement, some questions 
have been raised as to whether a ruling 
was required as a condition precedent 
to qualification of a transaction under 
Section 112(b) (5) of the Internal Rev- 
enue Code of 1939. 


Not to be treated as corporation 


It should be noted that the statute 
did not provide that an otherwise tax- 
free transaction would not be tax free 
unless a ruling were first obtained, but 
merely provided that under appropriate 
circumstances, foreign corporations 
would not be treated as corporations. 
While in the case of tax-free intercor- 
porate liquidations and corporate re- 
organizations, the practical effect of this 
provision was to destroy the tax-free 
nature of the transaction, some practi- 
tioners had entertained the view that 
Section 112(i) could not affect the tax- 
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free nature of a transaction where one 
of the parties did not have to be a 
corporation. Such was the situation in 
both Section 112(b)(5) exchanges 
where the transferor was a foreign cor- 
poration and also reorganization ex- 
changes by stockholders where both 
parties to the reorganization were do- 
mestic corporations but the 
shareholders were foreign corporations. 
Since both of these two types of trans- 
actions could readily be effected by in- 
dividuals, the application of Section 
112(i) in its fullest scope could not 
destroy the tax-free nature of the trans- 
action. The opinion has been expressed, 
however, that Section 112(b)(5) did 
not apply to foreign corporations unless 
Section 112(i) was complied ~ with. 
Mertens Law of Federal Income Taxa- 
tion, Volume 3, Section 20.38, Note 43. 

Section 367 of the Internal Revenue 
Code of 1954 adopts the same basic 
approach and consequently does not re- 
solve the problem. The better view ap- 
pears to be that, notwithstanding the 
old regulations, Section 367 and its 1939 
counterpart, does not apply to Section 
351 transactions where the transferor is 
a foreign corporation. The old regula- 
tion quoted above, while using the 
language “to or from which,” merely 
recites the statutory provision that the 
foreign corporation is not a corporation 
to or from which tax-free transfers may 
be made. Thus, it would appear that if 
a transfer is made from a corporation 
and would qualify as tax-free if made 
by an individual, Section 367 would not 
destroy the tax-free nature of the trans- 
action. The proposed regulations pro- 
mulgated under the Internal Revenue 
Code of 1954, while adopting some- 
what different language, do not resolve 
the question. Section 1.367-1, 19 Fed- 
eral Register 8277, provides as follows: 

“Whether any one of the exchanges 
or distribution described in Section 332, 
351, 354, 355, 356, or 361, involving a 
foreign corporation, is in pursuance of 
a plan having as one of its principal 
purposes the avoidance of Federal in- 
come tax is a question of fact.” 


where 


New ruling provides answer 

In a recent ruling, the Internal Rev- 
enue Service seems finally to have laid 
this problem to rest. Rev. Rul. 55-45, 
IRB 1955-5, 7, involved the merger of 
two wholly-owned subsidiaries of a 
foreign corporation. Pursuant to this 
plan of merger, the capital structure of 
the surviving company was to be 
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amended so as to increase its authorized 
stock and such increased stock was to 
be transferred to the foreign parent, 
pursuant to the merger, in exchange for 
the stock of the disappearing company 
held by the parent. 

One of the questions considered was 
whether Section 367 required that a 
ruling be obtained in advance of this 
transaction in order for it to qualify as 
tax free. After citing Section 367, the 
Service decided that a ruling was not 
necessary on the ground that “if all of 
the stock of both corporations were 
owned by an individual (instead of a 
corporation) , this would not prevent the 
transaction from being a reorganization 
under the terms of Section 368 of the 
Code.” Consequently, the transaction 
would have the same effect “whether 
or not the foreign corporation is “con- 
sidered as a corporation.” Applying 
this rationale to a Section 351 transac- 
tion, where a foreign transferor is in- 
volved, it would appear to follow that 
a ruling in advance of the transaction 
would not be required under Section 
367 since were the transferor an indi- 
vidual, the transaction would qualify 
consequently, the same result 
should follow whether or not the foreign 
transferor is “considered to be a cor- 


and, 


poration.” 

However, if a Section 351 transaction 
is followed by an exchange by the 
shareholders of the transferor of their 
stock in the transferor for the stock in 
the transferee, a ruling is necessary 
where the transferor is a foreign cor- 
poration even though the transferee is 
a domestic corporation. This is because 
the exchange of stock, in order to be tax 
free must qualify under either Section 
354 or Section 355. Under either sec- 
tion both corporations must qualify as 


corporations. 


Controllers organize 
joreign tax group 


\ FOREIGN TAX GROUP HAS RECENTLY 
BEEN ORGANIZED within the Controllers 
Institute to study the tax laws of for- 
eign countries. The group also plans to 
devote attention to employee benefit 
laws in the several countries studied. 

Its first release is a digest of the 
French tax and labor laws. It was writ- 
ten by Henry L. Maggiolo of Combus- 
tion Engineering, Inc., and Mme. E. 
Grosclaude, an attorney in Paris. 

Later studies will include summaries 
of the laws of Brazil, Chile and Peru. 


These should be available in the next 
several months. 

Tax men desiring to obtain copies 
of these or further information may do 
so by writing Norman Lothian at the 
Controllers Institute, 1 East 42nd 
Street, New York. 


Revenue Agents travel 
abroad to help taxpayers 


COMMISSIONER T. COLEMAN ANDREWS 
has announced that a small group of 
Internal Revenue representatives de- 
parted about February Ist for various 
foreign countries for the primary pur- 
pose of assisting United States citizens 
abroad in the preparation of their 
Federal tax returns. 

As a general rule, the Internal Reve- 
nue representatives will visit only those 
foreign cities where substantial num- 
bers of United States citizens reside, 
Commissioner Andrews said, and in 
most of the cities visited the Revenue 
representatives will have temporary 
office quarters in the United States Em- 
bassy, Legation or Consulate. 

Internal Revenue personnel assigned 
to this mission include six agents who 
will visit military Commands in the Far 
East and in Europe for the purpose of 
assisting military personnel in the prepa- 
ration of their Federal income tax 
returns. 

Among the foreign cities to be visited 
by the Internal Revenue representatives 
are the following: 


Canada 


Calgary, Alberta 

Edmonton, Alberta 

Halifax, Nova Scotia 
Montreal, Quebec 

Ottawa, Ontario 

Quebec, Quebec 

Regina, Saskatchewan 

St. John, New Brunswick 
St. John’s, Newfoundland 
Toronto, Ontario 

Vancouver, British Columbia 
Winnipeg, Manitoba 
Caribbean Area 

Cuidad Trujillo, Dominican Republic 
Habana, Cuba 
Port-au-Prince, Haiti 

Port of Spain, Trinidad 

Far East 

Guam 

Manila, Philippines 

Tokyo, Japan 

Europe 

Amsterdam, Holland 
Antwerp, Belgium 

Athens, Greece 

Bern, Switzerland 

Berlin, Germany 

Bonn-Bad Godesberg, Germany 
Bremen, Germany 
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Brussels, Belgium 
Cannes, France 
Copenhagen, Denmark 
Cork, Ireland 
Dublin, Ireland 
Florence, Italy 
Frankfurt, Germany 
Geneva, Switzerland 
Heidelberg, Germany 
London, England 
Monte Carlo, Monaco 
Munich, Germany 
Naples, Italy 

Nice, France 
Nurnberg, Germany 
Palermo, Sicily ~ 
Paris, France 

Rome, Italy 
Rotterdam, Holland 
Salonika, Greece 
Stockholm, Sweden 
Zurich, Switzerland 


Mexico and Central America 
Acapulco, Mexico 
Guadalajara, Mexico 
Mexico City, Mexico 
Guatemala City, Guatemala 
San Salvador, Salvador 

San Jose, Costa Rica 
Panama City, Panama 
South America 
Barranquilla, Colombia 
Bogota, Colombia 

Buenos Aires, Argentina 
Cali, Colombia 

Caracas, Venezuela 
Guayaquil, Ecuador 

Lima, Peru 

Maracaibo, Venezuela 
Medellin, Colombia 
Montevideo, Uruguay 
Puerto La Cruz, Venezuela 
Quito, Ecuador 

Rio de Janeiro, Brazil 
Santiago, Chile 

Sao Paulo, Brazil 


New booklet published 


Andrews also an- 
nounced that the 1954 edition of the 
pamphlet, Income Tax Guides for 
United States Citizens Abroad, is now 
being delivered to all United States 
Foreign Service posts throughout the 
world for distribution to nonresident 
United States citizens. It is also being 
sent to all District Directors of Internal 
Revenue in the United States for distri- 
bution locally to interested persons and 
concerns, 

Citizens of the United States who 


Commissioner 





Case notes in this issue. . 


The summaries of current cases pub- 
lished in THE JOURNAL OF TAXATION 
are prepared by the editorial staff. 
Where time permits these notes are 
reviewed by the departmental edi- 
tors concerned, but because this is 
not always possible, the final respons- 
iblity rests with the staff. The 
Editors. 
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prepare their 1954 income tax returns 
on the calendar year basis are required 
to file by April 15, rather than on March 
15, as has been the rule for many years. 
United States citizens who are residing 
or traveling abroad on April 15, how- 
ever, are automatically granted a three- 


April 1955 


month extension of time by Treasury 
regulations—until July 15—in which to 
file their returns. Persons who take ad- 
vantage of this extension in filing their 
returns, however, must pay interest at 
6% per annum on the unpaid amount 
of tax for the period of the delay. 





Income and estate tax applicable to 
non-business alien’s de- 
posit in Savings and Loan Association. 
Since a depositor in a Federal Savings 


non-resident, 


and Loan Association can vote for 
directors and shares in assets at dis- 
solution, his interest is a proprietary 
one. Therefore, the exemption in the 
income and estate tax (see Rev. Rul. 
54-623) are not applicable. The de- 
posit is includible in the taxable estate 
of a non-resident alien not engaged in 
business in the U.S. Interest on the ac- 
count payable to such a person is sub- 
ject to income tax. This rule is applic- 
able to State Savings and Loan Asso- 
ciations organized like Federal ones. 
Rev. Rul. 54-624. 


Preliminary approval not required for 
merger of American subsidiaries of for- 
eign parent. The Code requires that a 
foreign corporation shall not be treated 
as a corporation under the tax-free ex- 
change provisions unless, before the 
exchange, the Secretary is satisfied that 
tax avoidance is not a principal pur- 
pose. However if the proposed plan is 
to merge two American corporations 
wholly owned by a Canadian corpora- 
tion, such preliminary approval is not 
required because it is not necessary 
that the parent be treated as a corpo- 
ration. The effect would be the same 
economically and taxwise if the parent 
were an individual. Rev. Rul. 55-45. 


Taking of foreign corporation’s assets 
by U.S. results in deductible loss. Tax- 
payer, a Dutch corporation resident in 
the U.S., operated mills abroad for the 
production of textiles for sale here. Tax- 
payer also owned controlling stock in 
American Rayon, Bemberg and Enka 
corporations. Prior to World War II 
approximately 30% of taxpayer’s stock 
was owned by German nationals. By 
agreement between taxpayer and the 
Attorney General, stock held here by 
the taxpayer was vested in the U.S. in 
1947. The district court holds that the 


deductible loss 
upon the taking of the stock on the 
grounds that there was no national 
policy for confiscation of the assets of 
a Dutch corporation. Taxpayer  sus- 
tained a loss as the result of the agree- 
ment and this loss was sufficiently con- 
nected with income from U.S. sources. 
The loss could be carried back as an 
operating loss to prior years. Algamene 
Kinstzijde Unie v. U.S., DC N.C., 
1/31/55. 


taxpayer sustained a 


Foreign corporation, taking orders for 
foreign goods here, not taxable on 
commissions received. A foreign cor- 
poration, managed and controlled in 
the United Kingdom, maintains a show- 
room in N.Y. where its salesmen solicit 
orders from samples. Orders are sent 
abroad to a foreign manufacturer, who 
ships directly to the customer. Neither 
company maintains a stock of goods in 
the U.S. from which sales are made. 
The IRS holds that neither corporation 
establishment 
in the U.S. within the meaning of the 


T 


United Kingdom tax convention and 


maintains a permanent 


hence the sales agent corporation is not 
subject to U.S. income tax on com- 
missions received from the manufac- 
turing corporation. The exemption re- 
sults from Art. III of the said treaty 
which exempts industrial and com- 
mercial profits of United Kingdom en- 
terprises which are not engaged in 
business in the U.S. through a perma- 
nent establishment situated therein. 
Rev. Rul. 54-588. 


Resident alien on cash basis must in- 
clude in gross income receipt from sales 
made abroad subsequent to residence 
here. Taxpayer, a resident alien on a 
cash basis, owned cattle which he raised 
for sale in a foreign country and which 
he sold there subsequent to acquiring 
residence in the U.S. The Commissioner 
held that the taxpayer should include 
in his gross income the receipts of the 
sale. Rev. Rul. 55-62. 


U.S. citizens taxable on pay from 
Army agencies. Compensation from the 
U.S., or an instrumentality thereof, for 
U.S. citizens working abroad is ex- 
cluded from the tax exemption on earn- 
ings abroad. Armed Forces exchanges, 
messes, etc., are integral parts of the 
Armed Forces. Consequently, compen- 
sation for services rendered to such 
agencies is taxable income of U.S. citi- 
zens. Rev. Rul. 54-612. 


Carpenter working overseas for over 
nine years is foreign resident. Taxpayer, 
a carpenter, had his sole employment 
outside the U.S. from 1943 to 1952. 
He was unmarried and had no perma- 
nent place of abode in the U.S. although 
he vacationed here one month in 1945, 
7 months in 1949 (during which time 
he built a house which he thereafter 
rented) and 2 months in 1950. The 
Commissioner assessed a tax deficiency 
against him for 1948. The court finds 
that taxpayer demonstrated a deter- 
mined purpose of making a career of 
foreign employment. Following Leonard 
Larsen, 23 TC No. 79 (2 jrax 169), 
the court held the taxpayer a bona fide 
resident of Saudi Arabia in the employ 
of the Bechtel interest during 1948. As 
such, his income for services performed 
in that country is not taxable. Henry 
Warren Dickinson, TCM 1955-24. 


Withholding from alien’s wages not 
required if alien files return. A person 
who pays fixed or determinable income 
from U.S. sources to a non-resident 
alien is required to withhold U.S. in- 
come tax. This rule applies to employ- 
ers whose employees, at work in the 
U.S., are classified as non-resident 
aliens. However, if the employer is satis- 
fied that the employee has filed an in- 
come tax return and paid the tax due 
without claiming credit for a withhold- 
ing, the employer may refund to the 
employee the withholdings not yet paid 
to the Director. Rev. Rul. 54-584. 


Non-resident alien held doing business 
here through an agent. Taxpayer was a 
Canadian manufacturer of post cards. 
He argued that he sold his cards in 
Canada to an American distributor so 
that such sales were not income from 
U.S. sources. The Tax Court agreed 
with the Commissioner that the distribu- 
tor was the taxpayer's agent; the U.S. 
sales were therefore made by the tax- 
payer and as such are subject to U.S.. 
tax. Frank Handfield, 23 TC No. 83. 
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TAXATION OF 


artnerships 


EDITED BY ROBERT M. MUSSELMAN, LL.B., CPA 


Partnership draws and 
capital payments 


THe Lignon case, T.C.M. 1954-22, 
(noted 2 JTAX 181), is one of the 
relatively few dealing with the after- 
math of partnership losses. Unfortu- 
nately, the court did not have to go into 
the real nature of the loss here; it could 
settle the case on the matter of proof. 
However, from the facts set out, we 
can see the problems that can arise 
when a partnership turns out less suc- 
cessfully than had been hoped. 

In this case, the remaining partners 
apparently got no tax benefit out of the 
excess of the third partner’s drawings 
over his share of the profits. As a prac- 
tical matter, since the third man was a 
city employee with whose department 
the firm can be assumed to have done 
it would seem most unlikely 
that over-drawings could be collected. 
li the third man had been an employee, 
not a partner, there would have been no 
doubt sbouk the deductibility of the 
full amount he withdrew. Likewise, 
under the 1954 Code, a guaranteed 
to a partner would be treated 
as a salary and be fully deductible. 

As the court pointed out, it was not 
proved that the third partner ever prom- 
ised to pay for the capital interest. The 
finding of fact was that he agreed to 
pay for it out of his share of the profits. 
the circumstances, it may be 
doubted that it was proper to set up 
from him and create a 
capital account. Actually, he invested 
no capital; all he did was agree to leave 
in profits to the extent of $10,000 at a 
specified rate per year. He would have 
capital only as he left profits in. We 
wonder whether the result in the tax 
case might have been different if entries 
had been made in his capital account 
only for his drawings and his share of 
the profits so that the debit finally writ- 
ten off was not a receivable as such, 
but merely a minus capital account. 


business, 


“salary” 


Under 


a receivable 





Thus, in the case, the partner- 
ship claimed account re- 
ceivable uncollectible (the 
amount of the original capi- 
tal) $10,000.00 


Less: capital account at with- 
drawal from partnership 
(obviously the original 
capital had been reduced 
from $10,000 to $4,601.54 
by $5,398.46, drawn in ex- 
cess of profits ) 


Bad Debt 


$ 4,601.54 
$ 5,398.46 


Suppose they had made no $10,000 
original entry, but merely credited 
profits and charged drawings to the ac- 
count. There would be a $5,398.46 
debit balance to be disposed of. This 
would not represent a true debt in that 
there was no claim for reimbursement; 
there was no closed transaction until 
the partner left and there was thus no 
possibility that future profits might wipe 
out the debt. Would the write-off be 
simply a business loss in that year? * 





Partner’s “guaranteed salary” is income 
from self-employment, despite partner- 
ship loss. A partner must include in 
self-employment income (and in in- 
come subject to income tax) weekly 
drawings from the partnership when 
any excess of drawings over his share 
of the profits will be charged to the 
other partners’ The 
drawings are not return of capital, as 
they might be if the excess were charge- 
able to his own capital account. Rev. 
Rul. 55-30. 


capital accounts. 


Partner's capital invested in securities 
chosen by him; they are treated for tax 
purposes as non-partnership property. 
The partnership agreement provided 
that taxpayer’s capital could be invested 
in securities chosen by him, income gain 
or loss to be for his account. Despite 
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the fact.that the securities were ex- 
pressly stated to be partnership prop- 
erty, the IRS holds that for holding 
period basis, etc., the cost of the securi- 
ties should be treated as a withdrawal 
of capital and a personal investment. 
The reservation of title in the partner- 
ship is essentially only a subordination 
for the benefit of creditors. [This kind 
of agreement is common among stock 
exchange firms. Ed.] Rev. Rul. 55-39. 


Determination of holding period for 
partnership assets which are distributed. 
One partner purchased the interests of 
his partners and thereafter ran the busi- 
ness as its sole owner. The Commis- 
sioner rules that under the 1939 Code 
that portion of assets attributable to his 
own interest has a holding period run- 
ning from the time he acquired his 
partnership interest. The assets attrib- 
utable to purchase from his former 
partners have a holding period starting 
from the date of purchase. [This is a 
reversal from the earlier position of the 
IRS that on the distribution of partner- 
ship assets the holding period in the 
hands of a partner includes the time 
the assets were held by the partnership. 
The 1954 Code, however, specifically 
adopts this earlier view. Ed.] Rev. Rul. 
55-68. 


Family partnership valid though new 
partners’ capital came from profits only. 
The three partners in a large rice farm- 
ing venture sold, at book value, parts 
of their interest to members of their 
families for notes to be paid out of 
profits. Until the notes were paid, the 
old partners held irrevocable powers of 
attorney from the new partners. The 
district court found a real partnership. 
The Fifth Circuit affirms. The intent was 
to form a real partnership—there was a 
true economic change. That no services 
were rendered or that capital did not 
originate with the new partners is not 


a test. Davant, Scofield v., CA-5, 
1/12/55. 


Family sub-partnerships invalid. Each 
of two business partners formed a sub- 
partnership with his wife and children 
to own the husband’s interest in the 
operating partnership. The Tax Court 
found no real economic change, and 
said that the motive was tax-saving. 
The Second Circuit “cannot say the Tax 
Court was clearly in error in its find- 
ings.” Tancredi v. Comm’r, CA-2, 
1/7/55. 
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Tax Court justified in finding family 
partnership invalid; children contrib- 
uted no original capital or services. The 
partners owned almost all the stock of 
a Coca-Cola bottling corporation. The 
father and mother took $24,000 out of 
a joint account and created a partner- 
ship with $6,000 capital for each par- 
ent and each child. The children gave 
the father notes. Then the corporation 
sold its assets to the partnership at book 
value of over $170,000 for partnership 
notes. There was no payment for good 
will, though profits had been high. The 
partnership earned nearly $100,000 in 
its first 11 
states that while the absence of original 


months. The circuit court 


capital is not conclusive, it is a factor 
to be considered, along with concentra- 
tion of control in the father and lack 
of distribution to the children. All in 
all, the Tax Court could reasonably find 
no valid intent to do business as a part- 
Sellers v. CA-9 


nership. Comm’r, 


1/4/55. 


Daughter, drawing unequal portion of 
partnership funds, not recognized as 
partner. In 1945, taxpayer’s daughter 
was admitted into the partnership 
which he and his two sons had or- 
1939. 
agreement was executed and her name 


ganized in A new partnership 
entered on the trade-name certificate 
filed with the city clerk. She made no 
capital contribution to the partnership 
and continued to render the same serv- 
ices as partner she had previously 
rendered as employee. The stated mo- 
tive for the change was to reward her 
for past services and effect family tax 
savings. When the partnership was dis- 
solved and its assets transferred to a 
1946, her father and 
brothers became stockholders and she 
continued her same duties in the ca- 
pacity of employee. The court holds 
that daughter was not a bona fide part- 
ner in 1945 and 1946. She had no con- 
trol over partnership income and never 
withdrew any money but her salary 
(unlike her father and brothers). Her 
share of business income remained in 


corporation in 


the business. Further she was given 
no interest in the corporation. Nyman 
v. Sheehan, DC R.1., 12/2/54. 


Partnership with children not recog- 
nized as bona fide. Taxpayer and his 
wife purported to make gifts of 1/, 
property interests in farm land to their 
two children. In substance and fact, 
taxpayer and his wife remained the 
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beneficial owners and retained control 
of the property. The court holds that 
income realized on the farmlands and 
the proceeds realized from the sale of 
part of it were taxable to the taxpayer 
and his wife alone, and that no bona 
fide partnership existed between them 
and their children for income tax pur- 
poses. Miller v. Earle, DC Oreg., 
1/31/55. 


No loss on liquidation of partnership 
following sale of assets to partner's 
corporation; really one step. Taxpayer 
and his partner had the partnership 
sell its assets to a corporation owned by 
them and their families. The taxpayer 
had acquired part of his interest by 
buying out third partner for some $17,- 
000 in excess of the book value of his 
interest. Consequently, when the part- 
nership, in liquidation, distributed the 
proceeds of sale of its assets, the tax- 
payer received $17,000 less than his 
basis. This he claimed as a loss. The 
Tax Court agrees with the Commissioner 
in disallowing the loss. In effect, tax- 
payer sold his partnership interest to a 
corporation in which he owned directly 
or indirectly 50% of the stock and such 
a loss is disallowed by statute. Because 
the Commissioner raised this point after 
the issuance of the deficiency letter, the 
burden of proof is on him. Three judges 
dissented from the court’s opinion. Fritz 
Busche, 23 TC No. 92. 


Transfer of property to partnership held 
capital contribution not sale. Taxpayer 
transferred 40 lots to a real estate part- 
nership in which he had a 50% interest. 
The partners treated the transfer as a 
sale and agreed that the FHA appraisal 
value of the lots should be credited to 
taxpayers account. The taxpayer then 
reported the difference between such 
appraisal value and the cost of the lots 
to him as a long term capital gain. The 
partnership built houses on the lots and 
sold them. The circuit court affirms the 
Tax Court in holding that the original 
transfer of the lots was a capital con- 
tribution and not a sale and the gain on 
the subsequent sale by the partnership 
should be computed by using the tax- 
payer’s cost and not the appraisal value. 
Although the taxpayer may have origi- 
nally held the lots as an investment 
they became stock in trade of the part- 
nership and the gain on sale resulted in 
ordinary income. Since, under the part- 
nership agreement, taxpayer was en- 
titled only to the excess over the ap- 


praisal value, only such amount is tax- 
able to him as his share of the profit. 
Oliver v. Comm’r, CA-5, 1/24/55. 


Family partnership found not bona fide. 
The Commissioner assessed a deficiency 
against taxpayer on the theory that his 
business was not a partnership for tax 
purposes. In the trial court the jury 
found that taxpayer had not intended 
to make a bona fide gift of two-thirds 
of his business to his wife and son. In 
affirming the district court’s refusal to 
vacate this finding, the circuit court 
holds that the trial judge’s instructions 
to the jury were proper, and certain 
comments to a witness and the jury 
not prejudicial. Maloney v. Tunnell, 
CA-3, 1/25/55. 


Split of family partnership into two— 
operating (children no interest) and 
property leasing—upheld. In 1944, 
taxpayer (decedent) and his wife gave 
14% of a fruit marketing corporation 
(in which they apparently retained 
81/,% each) to each of their two chil- 
dren. Later that year the corporation 
was dissolved, and the stockholders 
operated the business as a partnership. 
In 1947, this partnership leased its as- 
sets to an operating partnership in 
which the parents each had a 221/,% 
interest (81/, + 81/, + 14 +14 = 45) 
and the children none. In a brief con- 
clusion of law, the court finds the 
rental paid to the old partnership rea- 
sonable and holds income is taxable to 
the parties in accordance with the part- 
nership agreements and leases. Plath 
Estate v. U.S., DC Wash., 12/16/54. 


District Court erred in disallowing 
family partnerships on basis of facts 
as it found them. The circuit court re- 
viewed the Culbertson case and con- 
cluded that the district court drew the 
wrong conclusions from the facts in 
the instant case. There was a genuine 
intent to do business with the daughter 
as partner in a used car business. The 
motive was the demand of taxpayer’s 
separated wife that children be made 
partners. $2,500 of the daughter’s capi- 
tal was a gift (not in itself conclusive) 
but she put up another $2,000 from her 
earnings. The father read and wrote 
with difficulty; the daughter did much 
of his office work. The power of at- 
torney, given when the partnership was 
created, did no more than make the 
father the managing partner. Snyder v. 
Westover, CA-9, 12/20/54. 
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NEW DEVELOPMENTS IN TAX re 





NICB reports half of companies queried 


will use new depreciation under 1954 Code 


NATIONAL INDUSTRIAL CONFER- 

ENCE BOARD reports that 45% of 
the 167 manufacturing companies it 
queried have availed themselves of the 
accelerated depreciation permitted by 
the 1954 Code. About a third of the 
167 have decided against a change from 
their present policy. five 
companies is still undecided and has 
deferred decision pending completion 
of studies that are under way. Those 
making a change are doing so only after 
a careful investigation of the effect of 
accelerated depreciation on long-term 
company operation. 

The Conference Board’s summary of 
its findings, written by G. Clark Thomp- 
son and John H. Watson, III, of the 
Board’s Division of Business Practices, 
is the first comprehensive analysis to 
be published of industry’s reactions to 
the accelerated depreciation permitted 
by the 1954 Code. 

The sum-of-the-years-digits method 
is favored by a two to one margin over 
alternate methods by those companies 
which have made a change. The popu- 
of this method is attributed in 
large part to the fact that it permits a 
company to write off approximately 
three fourths of the total cost of new 
property during the first half of its use- 
ful life. 

Two out of three companies indicate 
that their depreciation policy will have 
no influence on capital expenditures, 
even though one of the stated reasons 
for writing accelerated depreciation into 
the new code was to stimulate the ex- 
pansion and modernization of plant and 
equipment. Factors other than deprecia- 
tion, such as demand for products, ad- 
technological improve- 
and the availability of cash are 
expected to remain the dominant con- 
sideration. Among those companies that 


; oe 


And one 


larity 


vantages of 
ments, 


foresee a stimulus to capital expendi- 
tures, the majority expect to increase 
outlays for modernizing their plants 
and equipment rather than for expand- 
ing plant facilities. 


Why companies choose to accelerate 

With few exceptions, those companies 
that are changing their depreciation 
policy have been using a straight-line 
method of computing depreciation al- 
lowances, which is the prevailing prac- 
tice in industry. In about 8% of the 
companies making a change (principally 
companies in the steel and oil indus- 
tries) the straight-line method had been 
modified to provide for a productivity 
allowance. Also, companies re- 
ported they had amortized emergency 
facilities over a five-year period under 
certificates of necessity but regarded 
these instances of straight-line depre- 
ciation as exceptions to their over-all 
policy. 

Companies which have changed from 
a straight-line basis to an accelerated 
basis of computing depreciation allow- 
ances are doing so for three principal 


some 


reasons. They believe that the new 
method: 
1. Provides for a more rapid re- 


covery of capital funds. 
Reduces current taxes. 
3. Results in a more realistic 
tion of assets. 


to 


valua- 


Rapid recovery of cash. The more rapid 
recovery of cash under accelerated de- 
preciation was the reason most fre- 
quently cited for changing from the 
straight-line method. Pointing to the 
extent of this acceleration, a foundry 
executive writes: 

“This change in depreciation policy 
[he had changed to sum-of-the-years- 
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digits method] will enable us to charge 
off against income 72.7% of the cost 
of the new asset during the first half of 
its life, which compares to 50% under 
our old method. The advantage of this 
is that the cost of the new asset will be 
returned to us in tax dollars at a faster 
rate than formerly.” 

The ability to “preserve” and “bol- 
ster” working capital is regarded as 
particularly important by those com- 
panies that are anticipating large capital 
expenditure programs. And a machine- 
tool producer writes: 

“With our present plans to move our 
entire plant to a new location as soon 
as buildings are completed, we feel that 
by using the allowances in the new law, 
we will be able to pay off the loan on 
the new building over a shorter period 
of time.” 

Several companies noted that the 

present worth of the additional cash 
which accelerated depreciation would 
make available is a significant factor in 
making them choose this new method. 
One executive, for example, observed 
that even though the money was not 
needed in his business, the increased 
flow of cash could be invested profit- 
ably, thereby reducing the cost of the 
original investment in plant and equip- 
ment. 
Reduced taxes. Some companies were 
motivated to change their policy be- 
cause of a desire to gain an immediate 
reduction in These companies 
usually underscored the word “imme- 
diate” by indicating that they were well 
aware of the fact that they were gam- 
bling on possible future increases in tax 
rates which might more than cancel out 
the immediate savings. 

And several companies 


taxes. 


agreed with 
one heating and plumbing manufac- 
turer, who wrote that “profits are fairly 
good at the present time, so we can 
bear the additional depreciation 
charges.” 
More “realistic values.” It is the con- 
tention of some executives that accel- 
erated “recognizes true 
values,” “gives a more realistic result 
in the calculation of the over-all cost of 
machinery usage,” and “is more realistic 
and commensurate with actual depre- 
ciation and obsolescence.” On this point 
a manufacturer of building materials 
and supplies writes: 

“The greater deduction permissible 
in the earlier years seems to us to coin- 


depreciation 
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cide with the economic facts, in that 
the greatest loss takes place in the early 
years. Too, the equipment is at its maxi- 
mum efficiency at that time, and the 
higher mei*:tenance costs in later years, 
combined with the lower depreciation 
charge, tend to equalize at a more real- 
istic cost throughout the life of the 
equipment.” 


Acceleration adopted in part 

In a few companies, acceleration of 
depreciation has been adopted on a 
limited scale only. For example, a manu- 
facturer of automotive equipment “sees 
no advantage in accelerating deprecia- 
And a 


heating and plumbing ' manufacturer, 


tion to an unrealistic degree.” 


who has been using the straight-line 
method of depreciation for years, re- 
ports changing over to acceleration on 
major items only. Similarly, a producer 
of specialized industrial machinery 
plans to change his policy “only with 
respect to our products which we lease 
to our customers. We feel it is advisable 
in the case of these products, since 
maintenance and care are entirely out 
of our hands.” 


Why companies favor old method 


Although most of the companies that 
are planning to accelerate their depre- 
ciation see no serious or overriding dis- 
advantages to the new system, many 
admit to certain misgivings about the 
new methods. Generally, it is these 
same reservations which have led other 
companies to remain on a straight-line 
basis, or to defer decision until these 
shortcomings can be better evaluated. 
Those companies which have decided 
against a change in depreciation policy 
have done so because of the following 
factors: 

1. The value of new equipment is 
small. 

2. The nature of the equipment does 
not lend itself to accelerated deprecia- 
tion. 

3. Apprehension over the Bureau’s 
interpretation of the new law. 

4, The 
write-offs. 


desire for a stable rate of 
5. A preference not to gamble on tax 
rates. 
6. Satisfaction with the straight-line 
method. 


New equipment purchases. New equip- 
ment purchases have been in such small 
volume in some companies that a change 
in policy is regarded as unwarranted. 
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For a manufacturer of railroad equip- 
ment who compared the increase in de- 
preciation under the new method, “the 
additional amount allowable in 1954 
would increase the depreciation deduc- 
tion by about 2% and in 1955 by about 
7%. So we do not contemplate any 
serious change in depreciation policy.” 
While some companies foresee a pos- 
sible change in policy if they are ever 
faced with heavy capital expenditures, 
there are some. instances in which nor- 
mal capital investment is so small that 
the depreciation charge is relatively 
insubstantial in relation to other costs 
of doing business, and future policy 
changes are virtually ruled out. 


Nature of capital assets. Approximately 
a half-dozen indicated 
that a substantial portion of their equip- 
ment purchases were made in the used 
equipment market, thus making it im- 
possible under the new code for them 
to avail themselves of accelerated de- 
preciation. In one or two instances, the 
principal portion of the company’s assets 
is in equipment with a relatively short 
life. For example, a producer of indus- 
trial machinery sees little reason to 
change, since “one half or more of our 


manufacturers 


depreciable assets are in automotive 
equipment with relatively short life.” 


Concern over IRS interpretation. Some 
manufacturers are apprehensive over the 
official interpretation that will be placed 
on the new depreciation provisions of 
the 1954 Code. Particular concern is 
expressed over the establishment of 
salvage values, which, according to sev- 
eral manufacturers, could “affect the 
comparative worth of the new methods 
of acceleration.” 

Another producer foresees a contro- 
versy with the Bureau on the question 
of capital gains at the time equipment 
is disposed of. And a manufacturer of 
machine tools who has decided not to 
change his 
policy writes: 


company’s depreciation 

“We cannot see any appreciable gain 
for our business by changing over to 
either of the proposed methods of ac- 
celerated write-offs, since the total time 
of depreciation may become subject to 
negotiation with the Internal Revenue 
Department.” 


Stability in depreciation charge. The 
practice of seeking “stability” in total 
depreciation charges from year to year 
proved to be a factor in influencing 


some companies against accelerated de- 
preciation. Heavier write-offs in the 
earlier years of assets would, in the eyes 
of some, “distort costs and ultimately 
profits between accounting periods, and 
unbalance benefits to current  stock- 
holders and those of the future.” A 
chemical producer, thinking in the same 
vein, claims that accelerated deprecia- 
tion charges would have 
and misleading effect upon earnings,” 
and a producer of paper and paper 
products, who has used the straight-line 
method throughout the life of the cor- 
poration, will continue to do so in order 
to insure comparative earnings figures 
over the long range. Finally, a member 
of the electrical appliance industry is 
fearful of overburdening costs: “In- 
creased depreciation cannot help but 
increase costs and therefore the break- 
even point.” 

A few companies indicated that they 
are presently taking as much in write- 
offs as current earnings permit because 


“a confusing 


of the large amortization of certain as- 
sets under certificates of necessity. Some 
of these companies will defer considera- 
tion of a new policy until emergency 
facilities are written off, thus allowing 
depreciation charges to “be spread more 
evenly.” 


EPT “Not worth the 
gamble” is the expression used by one 
manufacturer to describe his reaction to 
possible tax benefits. Another executive 
asks: “Why try to out-guess tax rates?” 
Some foresee higher tax rates, future 
emergency situations, and the possible 
reinstitution of an excess-profits tax. 
Under such conditions, according to a 
manufacturer of office equipment, “a 
change in our method of computing 
depreciation charges would result in 
smaller deductions in later years, which 
would increase profits subject to such 
an excess-profits tax.” 

Conceding that rapid depreciation 
may be helpful to some companies that 
currently have high profits, a manufac- 
turer of 


implications. 


metals avers: 
“With us it would be a gamble since 
we are unable to anticipate our profits 
with any degree of certainty for the 
next one to five years. 


miscellaneous 


One manufacturer, a producer of 
electrical machinery, turns to the record 
by way of illustrating the gamble in- 
volved in any attempt to benefit tax- 
wise: 


“In the past, many companies which 
were taking fairly rapid depreciation 
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had their depreciation rates lowered by 
the Bureau of Internal Revenue, and 
were pleased to find that this resulted 
in a tax benefit for them, since the lower 
rates resulted in extension of the de- 
preciation base into excess-profits tax 


years. 


Preference for the straight-line method. 
In discussing the pros and cons of 
various depreciation policies, the re- 
marks of some manufacturers centered 
primarily upon the merits of their pres- 
ent methods which they have followed 
for many years. Many felt that the 
straight-line depreciation method was 
adequate, in that it permitted the set- 
ting of a realistic life on equipment. 
Others testified that write-off 
method was sufficient in that no losses 
were incurred from obsolescence. A few 
added that the straight-line method was 
simple one involving no complicated 
records and computations such as would 
be encountered with other systems. 
One 


tool 


this 


the machine- 
prefers his present 
straight-line system because he has been 
able to tie in his capital expenditures 


‘ 


to it over a period of years. He writes: 


manufacturer in 
industry 


“Our rate of depreciation is a com- 
posite rate that applies across-the-board 
for a single capital equipment account. 
We have established a rather consistent 
of spending a certain amount 
each year for capital goods, replace- 


policy 


ments, and additions, and our depre- 
ciation rate as established for tax pur- 
poses reflects this pattern fairly closely.” 
Particularly enthusiastic among 
manufacturers operating on a straight- 
line basis are those who have been able 
to include a productivity factor in their 
method of figuring depreciation. A ma- 
chine-tool manufacturer comments as 
follows: 
1937, followed a 
policy of straight-line depreciation on 
machinery, equipment, jigs and fixtures. 
However, this method has been modi- 
fied by an acceleration and deceleration 
factor based on activity measured by 
productive hours. Other capital assets 
have been depreciated on a straight- 
line basis. We feel that the acceleration 
and deceleration factor has been a very 
advantageous thing, for it gives us the 
benefit of a high degree of depreciation 
during periods of high activity and some 
relief from normal depreciation during 
an extremely low period. The change 
factor has been limited to 50% over or 
under normal depreciation.” 


“Since we have 


Similarly, a member of the foundry 
industry reports: 

“By the use of the production 
method, we feel that increased charges 
to expense are present when operations 
can best stand the higher costs and 
when tax rates are likely to be high. 
Also, we believe the depreciation result- 
ing from this method more fairly relates 
to the exhaustion of the asset. From past 
experience, it would appear that over 
the long pull, little, if any, tax benefit 
has resulted from rapid amortization 
either during the early years of an as- 
set’s life or over the entire life of an 
asset.” 


Policies not frozen 


There is nothing frozen about the 
depreciation policies reported. Reflect- 
ing the thinking of many who have de- 
cided not to avail themselves of accel- 
erated depreciation during their current 
fiscal year is this comment of a textile 
executive: “We can always exercise the 
option later if changing conditions war- 
rant.” 

Some companies report that they plan 
to review their depreciation methods as 
new acquisitions are made. Others will 
watch tax rates closely. Tax decisions 
will also be studied carefully. As noted 
previously, some companies may avail 
themselves of acceleration when their 
emergency completely 
written off. In addition, some who have 
accelerated later the 
straight-line method if it seems desir- 


facilities are 


may return to 
able. This is permissible under certain 
conditions. 


Depreciation methods used 


Among companies that have chosen 
to accelerate depreciation, the sum-of- 
the-years-digits method was chosen by 
twice as many as favored the declining- 
balance method. Although the new code 
provides for the adoption of “equivalent 
methods which at the end of each year 
during the first two thirds of the life 
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allowances not in excess of those under 
the declining-balance method,” there 
were only two instances in which equiv- 
alent methods were under considera- 
tion. In a few cases both of the two 
principal methods were adopted. 

The reason for the overwhelming 
choice of the sum-of-the-years-digits 
method was that it represents the faster 
method of acceleration. Several com- 
panies which had adopted this tech- 
nique pointed out that approximately 
three fourths of the cost of the property 
could be written off during the first half 
of its life as against approximately only 
two thirds under the declining-balance 
method. The  sum-of-the-years-digits 
method was particularly attractive to 
those whose equipment was subject to 
a high degree of obsolescence. 


Declining balance method. Selection of 
the declining balance method is pri- 
marily attributable to the fact that it 
grants taxpayers the option of switch- 
ing back to straight-line depreciation at 
any time “on the basis of unrecovered 
costs less estimated salvage and esti- 
mated remaining life at the time of the 
switch.” In some instances, companies 
indicated that they were planning to re- 
turn to the straight-line method after a 
period of years. A manufacturer of elec- 
trical appliances and supplies is quite 
specific on this score, reporting: “We 
also intend going to a straight-line de- 
preciation for the assets after two thirds 
of their life has been reached.” 

In a few instances companies were 
swayed in their choice because the 
method 


sum-of-the-years-digits was 


“more complicated. 


Use of both methods. A few instances 
are reported in which company manage- 
ment is of the opinion that while accel- 
erated depreciation is desirable it is not 
advisable to apply one method across 
the board. Significant differences in the 
lives of various groups of equipment 
and in their salvage values are influen- 





the useful life of such property” 


of dependent’s support. 


the Judge? 





DEPRECIATION: NEW DEFINITION 
“STRICTLY SPEAKING, depreciation is not an expense paid. It is allowed as a 
deduction, theoretically or actually, to build up a fund sufficient to replace 
property used in trade or business or in an operation for profit at the end of 
. Judge Van Fossan in a Tax Court 
Memorandum opinion (Maclean) denying dependency deduction because 
taxpayer needed depreciation charge to make contributions more than half 


Has anyone an old accounting text lying around he'd be willing to lend 
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tial factors leading to a selective applli- 
cation of methods. This 
thinking is well illustrated by a state- 
ment of a machine-tool manufacturer: 
“Under the 1954 code we propose to 
use the sum-of-the-years-digits method 
of depreciation on all our assets except 


accelerated 


our automobiles. The automdbiles will 
be depreciated by the declining-balance 
method. Because of the short lives as- 
signed to automobiles and because of 
our policy on replacement of them the 
declining-balance method of deprecia- 
tion on these assets will prove most ad- 
vantageous.” 

A railroad equipment manufacturer 
who equivalent 
method” of acceleration will make cer- 
tain exceptions in favor of other accel- 


plans to select “an 


erating methods as follows: 

“One of the subsidiaries will give 
very serious thought to going to a pro- 
duction method which we _ believe 
would be permitted under Sec. 167 (b) 
(4) of the If this subsidiary 
should adopt this method, it will be 


code. 


because we are of the opinion that it 
results in a more fair and reasonable 
depreciation allowance. We assume that 
either of these two subsidiaries would 
use the declining-balance method or the 
sum-of-the-years-digits method for fa- 
cilities such as office buildings that they 
might erect in the future. Since such 
facilities are not, in the strict sense, 
production facilities, it would appear 
desirable to recover the cost quickly. 
In essence, this reduces the cost of in- 
vestment.” 


Accounting for tax purposes 

This survey reveals that in approxi- 
mately seven out of ten cooperating 
companies, accounting differs for tax 
and internal purposes. One in four of 
the companies which are planning to 
change their methods of depreciation 
see some alteration in their practice of 
differentiating between depreciation ac- 
counting for tax and book purposes. 


On the 


hand, 


one some companies 
which favor a “conservative” practice 
for internal purposes will maintain 


their accounts on a straight-line basis 
for internal purposes and take the ac- 
celerated depreciation solely for tax 
purposes. On the other hand, some com- 
panies been 
writing off assets at a faster rate for in- 


which have previously 
ternal purposes than for tax purposes 
foresee the two accounts eventually 
reconciled. 

Companies using accelerated depre- 
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ciation for tax purposes only do so in 
order that internal records will show a 
“very conservative position.” In the 
case of a chemical company, retention 
of the straight-line method for internal 
purposes will bring about a difference 
in its depreciation accounting for the 
first time in its history. And a food com- 
pany which will continue the straight- 
line method for reporting income to 
stockholders writes: “The tax savings 
from accelerated depreciation will be 
credited to a reserve for future taxes 
and, therefore, will not appear as addi- 
tional income to stockholders.” 

And another chemical company re- 
ports: 

“Under presently accepted account- 
ing theory, the straight-line method of 
depreciation reflects more accurately 
our financial position and results of 
operations. Furthermore, it enables us to 
compare more realistically the results of 
the operations of our new plants with 
those of our older plants. We do give 
effect in our accounting, however, to 
the fact that the acceleration of depre- 
ciation of new facilities during the pres- 
ent period results in a tax deferment to 
later years.” 

In one or two instances, companies 
which plan to continue “normal depre- 
ciation” on their books and accelerated 
depreciation for tax purposes point out 
that they are following much the same 
procedure as they did with projects 
upon which certificates of necessity had 
been issued by the government. 


Depreciation accounts reconciled. Most 
of those companies which expect that 
acceleration of depreciation will eventu- 
ally eliminate dual accounting that, in 
the past, their depreciation rates for 
internal purposes have exceeded depre- 
ciation for tax purposes because rates 
allowed by the internal revenue serv- 
ice “were insufficient to make proper 
provision for replacement of property, 
plant and equipment.” 

A manufacturer of industrial ma- 
chinery explains how the new law will 
enable him to eliminate the differences 
in depreciation accounting: 

“In past years, we have provided for 
depreciation of our fixed assets for in- 
ternal purposes at straight-line rates, 
designed to amortize the assets over 
their useful lives. Accelerated deprecia- 
tion was provided for productive ma- 
chinery and equipment in the propor- 
tion that actual production related to 
normal production. This was not fol- 


lowed for tax purposes. We plan to 
change from this method of providing 
depreciation to the sum-of-the-years- 
digits method. This rate will be the 
same as used for federal tax purposes, 
and will enable us to provide deprecia- 
tion for internal purposes on the same 
basis as for taxes.” 

But some companies believe that it 
is best to keep on with a dual set of 
depreciation records in order that an 
opportunity will be provided to “more 
thoroughly explore the impact of a 
more rapid depreciation rate on earn- 
ings figures. The point here is that we 
do not want to commit ourselves at this 
time to a step that might unduly distort 
earnings data.” 


Application of rates 


Companies that are accoustomed to 
handle depreciation on a composite ba- 
sis will generally continue doing so 
after changing to accelerated deprecia- 
tion. The same is true of companies 
that have used individual accounts. 

There were one or two instances in 
which companies indicated plans to 
switch from one basis to another but 
these were not induced by a change to 
accelerated depreciation. An executive 
of a nonferrous metal company explains 
his company’s change as follows: 

“The change from the composite to 
the individual straight-line method is 
being made to forestall future over-all 
composite rate changes by agents of the 
Internal Revenue Service. Past experi- 
ence indicates that a company using 
over-all composite rates of depreciation 
is in an indefensible position as regards 
depreciation disallowances which may 
be recommended by revenue agents. 
Individual straight-line rates, set by en- 
gineers of the company, will be more 
realistic and put the burden of proof 
on the Internal Revenue Service in the 
event of proposed changes.” 

Another company which changed its 
policy reports that “under a composite 
rate we never knew where we were for 
accounting purposes, especially when 
we tried to allocate appreciation to a 
cost center.” 


Composite rates prevail. The survey 


discloses that seven out of ten com- 
panies use composite rates for deprecia- 
tion purposes. Composite rates are gen- 
erally established on the basis of groups 
of assets, the most popular being build- 
ings, machinery, and equipment. In 
some companies, these groups are fur- 
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ther broken down into more specific 
subgroups. With some multiplant com- 
panies, major groups are sometimes es- 
tablished for each plant location and 
other organizational divisions. There are 
a few instances in which composite 
with 
similar lives and groups having the 
same rates. Seldom does a composite 
rate apply across the board. 

In a few instances, companies that 
maintain individual accounts on most 


rates were based upon assets 


items make an exception when it comes 
to minor assets or assets whose identity 
has been lost. For example, a manufac- 
equipment 
combines both individual and compos- 
ite rates: “In the past we have used the 
straight-line method of 
This method has been applied in the 
following manner: 

a. Machinery and Equipment—indi- 
vidual rates based on estimated useful 
life of each machine. 


turer of automobiles and 


depreciation. 


b. Building Additions—as a group, 
over remaining life of building. 

c. Furniture and Fixtures—as a group, 
by year of additions.” 


Acceleration and capital expenditures 


Only one out of three companies ex- 
pects that a change to accelerated de- 
preciation will materially affect their 
rate of capital expenditures. The princi- 
pal reason is that other factors govern 
capital expenditures. For example, a 
textile manufacturer writes: 

“The question of expansion should be 
governed more by industry’s capacity 
versus demands and other financial fac- 
tors rather than any depreciation 
policy.” 

Similarly a manufacturer of industrial 
machinery writes: 

“Our capital expenditures, both for 
modernization and expansion, will be 
based upon realized and anticipated 
needs of the business. Therefore the 
new depreciation policy will have no 
effect.” 

Finally, a producer of electrical ma- 
chinery states: 

“Capital expenditures are made with 
the goal of accomplishing objectives 
rather than having the tax aspects of 
depreciation unduly affect our judg- 
ment.” 

In a few companies, failure of a new 
depreciation policy to influence capital 
expenditures is attributed to the fact 
that “depreciation is relatively 
compared with our profits.” 

In a similar manner, a textile manu- 


small 


facturer reports that the options are not 
significant enough to influence his capi- 
tal expenditures policy. He adds this 
comment: “However, if the taxpayer 
were allowed to set his own assets’ life 
(within reasonable limits), then he 
would have quicker tax absorption of 
the entire cost of the assets and hence 
would have more incentive to modern- 
ize or expand.” 


Some incentive to modernization. Some 
companies believe the new law offers 
some incentive to modernize. And an 
industrial machinery manufacturer says 
that the existence of new depreciation 
policies focuses attention on replace- 
ment problems. 

Some manufacturers that 
there is less resistance to replacing capi- 
tal assets when book value is lowered 
by increased depreciation allowances. 
As an automotive equipment manufac- 
turer states: 

“A new depreciation policy will un- 
doubtedly increase the rate of capital 
expenditures for modernization because 


believe 
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book losses on early disposal of equip- 
ment will be minimized under the new 
depreciation methods allowed.” 

Lowered book value is important to a 
chemical producer who continually 
faces risks resulting from obsolescence. 
He believes that, over the long term, 
accelerated depreciation will encourage 
a number of marginal investments. 

The minority of companies which 
feel that accelerated depreciation will 
serve as a stimulus for expansion as well 
as modernization concede that the in- 
fluence will be “slight,” “not too notice- 
able,” and “not material.” There are a 
few instances in which companies re- 
port that the permissible maximum for 
capital expenditures is the amount of 
depreciation expense recovered each 
year. 

Finally, one executive placed the 
new depreciation law in perspective by 
saying: 

“If a project is worthwhile, funds will 
be forthcoming from inside or outside 
the company. If not, accelerated de- 


preciation won't launch it.” 


Accounting for changes in basis of 


partnership interests under new Code 


— WHICH INCREASE the basis of 
the partner’s interest are his dis- 
tributive share of the partnership: (a) 
taxable income, (b) tax exempt income, 
(c) deductions for depletion over the 
basis to the partnership of the deple- 
table property. The items which de- 
crease the partner’s basis of his interest 
(but not below zero) are his distribu- 
tive share of the partnership: (a) losses 
(including capital losses), (b) expendi- 
tures which are neither deductible nor 
chargeable to capital, (c) distributions 
to the partner from the partnership. 

Adjustments are necessary to avoid 
loss of the tax benefit through percent- 
age depletion or receipt of exempt in- 
come since, if the adjustments are not 
made, the benefits might be eliminated 
by a corresponding decrease in the 
basis of the partnership interest. 


Case of a mining partnership 


For example, A and B are equal 
partners in a mining partnership in 
which books are kept and distributions 
are made to partners on the basis of 
cost depletion. Assume adjusted basis to 
the partnership of the mining property 


is $45,000, other assets of $55,000, and 
each partner’s basis of his partnership 
interest is $50,000. 
At this point we have a trial balance 
as follows: 
Debit Credit 
Mining property— 
tax basis 
Other assets 
Capital A— 
tax basis 
Capital B— 


tax basis 


$45,000 -- 
55,000 - 


$50,000 


50,000 
Assume that each year the partnership's 
taxable income after depletion is 
$40,000, its percentage depletion allow- 
ance is $15,000, and cost depletion is 
$10,000. As each partner’s distributive 
share of the partnership taxable income 
is $20,000, his basis of his interest is in- 
creased by this amount each year. How- 
ever, their cash distributions are based 
on cost depletion, and therefore the 
partners receive a larger amount: 
$22,500 each, which includes the excess 
of percentage depletion over cost deple- 
tion. The basis of each partner’s interest 
is decreased each year by $22,500, the 
amount of this distribution. 

The journal entries representing the 
annual results are as follows: 
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Debit Credit 
1) 
Assets $55,000 


Profit aud Loss— 
tax basis 
Profits before 
depletion 


$55,000 


Profit and Loss— 
tax basis 
Mining 
Property— 
tax basis 
Percentage 
depletion 


15,000 


15,000 


(3) 
Mining Property— 

Adjustment to 
reflect book 
value 

Capital A— 
Adjustment to 
reflect book 
value 

Capital B— 
Adjustment to 
reflect book 
value 

Difference 

between cost 

and percentage 

depletion 


5,000 


to 


,500 


to 


,900 


(4) 
Profit and Loss— 
tax basis 
Capital A— 
tax basis 
Capital B- 


tax basis 


40,000 
20,000 
20,000 


Capital A 

tax basis 22.500 
Capital B- 

tax basis 22.500 


Other Assets 45,000 


annual 
$15,000 percentage depletion allowance 
will just equal $45,000, the $45,000 ad- 
justed basis of the mining property to 
the partnership will be recovered at 
the end of the third year. Also, at the 
end of the third year the partners’ tax 


Since three years of an 


basis of their respective interests will 
have been reduced to $42,500 ($50,000 
less the $2,500 annual net decrease for 
Book 


continue to be 


value, however, will 
$50,000. After 
years the partnership accounts will ap- 


3 years). 


three 


pear as follows: 

Debit Credit 

Mining property— 
tax basis -0- 

Mining property— 
adjustment to 
reflect book 
value 

Other assets 
Capital A— 

tax basis $42,500 
Capital A— 
adjustment to 
reflect book 
value 

Japital B— 
tax basis 42.500 

Japital B— 
adjustment to 
reflect book 
value 


$15,000 
85,000 


900 


aA Da 


900 
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During the fourth year the partners’ 
basis of their interests will again be in- 
creased by $20,000 (their shares of the 
partnership taxable income) and de- 
creased by $22,500 (the amount actu- 
ally distributed, based on cost deple- 
tion). But their basis will also be in- 
creased by $7,500 their shares of per- 
centage depletion allowance ($15,000) 
in excess of the partnership’s basis of 
the mining property. Thus, there will 
be a net increase of $5,000 ($20,000 
plus $7,500 less $22,500). The tax 
basis of the interests at the end of the 
fourth year will be $47,500 as book 
value remains $50,000. 

The fourth year transactions would 
produce entries (1), (2), (4), and (5) 
above, but entry (3) would be changed 
to reflect the total cost depletion as 
follows: 


(3A) 
Debit Credit 
Capital A— 
Adjustment to reflect 
book value $5,000 
Capital B— 
Adjustment to reflect 
book value 5,000 
Mining property— 
Adjustment to re- 
flect book value $10,000 


We would also need another entry 
to adjust the accounts for the percent- 
age depletion in excess of tax basis, 
since, the asset basis may not be re- 
duced below zero: and the basis of 
partners’ interests shall be increased by 
the excess of the deductions for deple- 
tion over the basis: 


(6) 
Debit Credit 
Mining 
Property—tax basis $15,000 
Capital A—tax basis $7,500 
Capital B—tax basis 7,500 


Why shouldn’t books show 
prepayments, reserves? 


IT WILL BE INTERESTING to see whether 
any CPAs urge their clients to go to 
court over failure to keep their books 
for operating purposes in the same man- 
ner as they do for tax purposes in con- 
nection with reserves for estimated ex- 
penses (Sections 452 and 462). The 
federal tax committee of the American 
Institute of thinks the 
Commissioner is legislating when he 
requires this, and they don’t like it. 
The AIA complains that the Com- 
missioner’s press release setting forth 
IRS policy adds a fourth requirement 
for the deductibility of estimated ex- 
penses under the 1954 Code, namely 


Accountants 


that such estimates must be reflected 
on the books of the taxpayer. 

The committee sums up the three 
legislative requirements this way: 

1, The expense must be capable of 
being estimated with reasonable ac- 
curacy. 

2. The expense must be attributable 
to the income of the current taxable 
year or a prior taxable year for which 
an election to deduct 
penses is in effect. 

3. The expense must be one which 
would otherwise be 


estimated ex- 


deductible in a 
subsequent year. 

The AIA committee says the official 
press release adds another requirement 
for the deductibility of estimated ex- 
penses; namely, that they must be re- 
flected on the books of the taxpayer. 

The committee opposes such an addi- 
tional requirement for the following 
reasons: 

1. Such a would be 
legislating by regulation. There is found 
nowhere in the Internal Revenue Code 
a requirement that the treatment of this 
or any other item on the books of ac- 
count of the taxpayer controls the tax 
status or must correspond to the treat- 
ment used for income tax purposes. The 


requirement 


only provision of the Code even roughly 
similar is in the case of last-in first-out 
inventories, and there the requirement 
is for consistency with financial report- 
ing, and not necessarily with the man- 
ner in which the taxpayer keeps the 
books of account. Had Congress wished 
to impose that or any further require- 
ment in the case of estimated expenses, 
it would have done so in the drafting of 
the legislation. 

The press release points to a pro- 
vision of the Code that income shall be 
computed under the method of account- 
ing on which the books are kept, and 
that 
method of accounting. However, that 


expense reserves constitute a 
provision has never been construed to 
make the books binding on either the 
government or the taxpayer. The books 
might be kept on an accrual method, 
yet the taxpayer may report on the in- 
stallment method, or vice versa. The 
books may be kept on the reserve basis, 
including the very type of expense re- 
serve under consideration, and yet, in 
the absence of an election, the tax de- 
ductions would be. limited to actual ex- 
penses. 

In the absence of specific statutory 
provision, it is well settled that mere 
book entries cannot create either income 
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or deductions. Furthermore, the income 
tax return forms themselves recognize 
that there will be numerous differences 
between income reported for federal 
income tax purposes and the income re- 
flected in the books of account of the 
taxpayer. Special schedules for reconcil- 
ing taxable net income with net income 
on the books of the taxpayer are pro- 
vided. 

2. For an election to deduct estimated 
expenses to be effective for tax pur- 
poses, the deduction must be taken for 
all estimated expenses. Thus, in order 
to protect the validity of an election 
with respect to substantial items, tax- 
payers apparently will be required to 
deduct insignificant items as well. This 
may result in the calculation of esti- 
mated expense deductions for tax pur- 
poses which, in the case of the par- 
ticular taxpayer involved, would be im- 
material in their effect. on income and 
which therefore could be disregarded in 
determining income for financial pur- 
poses without violation of generally ac- 
accounting This 
should not disqualify the deduction for 


cepted principles. 
tax purposes merely because any par- 
ticular items were not reflected on the 
books of the taxpayer. 

Many small businesses, because they 
do not have audits by independent ac- 
countants and do not prepare published 
financial not be ac- 


statements, may 


quainted with reserve accounting or 
may overlook putting such reserves on 
their books. Those businesses would be 
unfairly penalized by a requirement 


that estimated expenses must be re- 
flected on the books in order to qualify 
as deductions. 

Furthermore, many taxpayers must 
keep their books of account in accord- 
ance with systems prescribed by regu- 
latory authorities. The fact that such 
taxpayers may be prevented from re- 
flecting their 
books should not deprive them of the 


estimated expenses on 
election to deduct such expenses for 
tax purposes. 

Where a specific estimated expense 
is not reflected on the books of the 
taxpayer, a question of proof is created. 
The failure to reflect the expense on the 
cast doubt about the item 
and put the taxpayer even more on the 


books may 


defensive than normally. That should 
not mean, however, that the item is un- 
allowable. It would be only reasonable 
to subject an estimated expense which 
was not reflected on*the books of the 
taxpayer to a close scrutiny. 


It may be that the intent of the press 
release is that the requirement that esti- 
mated expenses and reserves be re- 
flected on the books is to be construed 
in the same way as a similar require- 
ment of long standing in the regula- 
tions that depreciation be reflected on 
the books. In the case of depreciation, 
the preservation of memorandum rec- 
ords supporting the amount deducted 
has been regarded as compliance. The 
committee is of the view that a similar 
requirement would be administratively 
appropriate and would overcome all the 
objections here made in respect to a re- 
quirement for more formal “booking.” 

While the foregoing arguments of 
the committee undoubtedly are pro- 


Tax aspects of accounting * 237 
posed after mature consideration of 
certain special problems, it does seem 
to us that most taxpayers, especially 
small unregulated companies, would be 
in a rather weak position if they claimed 
these deductions for tax purposes but 
did not record them on their books. 

It strikes us that one of the hidden 
dangers in Section 462 is the require- 
ment that the election to set up such 
reserves must apply to al] estimated ex- 
penses. What happens if a taxpayer 
fails to set up a reserve for a class of 
expense which might have been esti- 
mated? Would it not be that a failure 
to set up the reserve in the books 
would strongly suggest a lack of ability 
to estimate properly these expenses? * 





decisions this month 


Covenant not to compete amortizable; 
business derended on personal con- 
tacts and had no good will. (Acquies- 
cence.) Taxpayer purchased his part- 
ner’s interest paying $14,375 over book 
value for an agreement not to compete 
for three years. He then formed a new 
partnership. The Tax Court held the 
payment was amortizable over a three 
year period by the new partnership as 
consideration for a 
compete in a business that had no good 
will but depended on personal con- 
tacts. Frances Silbermann, 22 TC No 
155, acq. IRB 1955-3, 6. 


covenant not to 


Lessee must depreciate property over 
its useful life, not lease period. Tax- 
payer entered into a contract with a 
bank whereby the bank agreed to pur- 
chase certain automotive 
and rent it to the taxpayer. The tax- 
payer had possession and such control 
over the use and disposition of the 
property that the IRS rules that the 
bank had bare legal title only. The 
“rent” payments should be capitalized 
and depreciated over the useful life of 
the properties. Rev. Rul. 55-25. 


equipment 


No gain on retirement of bonds at 
less than face though more than origi- 
nal sales price. (Non-acquiescence.) 
Through several tax-free exchanges, tax- 
payer had outstanding, in public hands, 
bonds with a face and maturity value 
of $50, for which the consideration 
originally received was $5. They were 
redeemed at prices between $5 and 
$50. The Commissioner argued that 


since a liability for $50 was released 
for less than $50, taxable income re- 
sulted. The Tax Court, however, said 
there was no actual gain on the redemp- 
tion; none of the funds originally bor- 
rowed were retained. Fashion Park, 
Inc., 21 TC 600, non-acq., IRB 1955- 
3, 6. 


Unpaid interest due family trust allow- 
able. (Acquiescence.) Taxpayer had 
borrowed large from its sole 
stockholder to finance real estate pur- 
chases. Upon the stockholder’s death, 
the stock and notes were part of his 
residuary estate to be held in trust for 
The Commis- 
sioner disallowed interest accrued (but 
unpaid) on these notes, as being be- 
tween related that losses 
were not allowed. The Tax Court held 
that losses between a corporation and 
a trust were not disallowed by the 
statute; the accrual was proper. Lex- 
mont Corporation, 20 TC 185, acq. 
IRB 1955-3, 6. 


sums 


his wife and children. 


persons so 


Georgia cigarette tax deductible by 
dealer. The Georgia cigarette tax is im- 
posed on dealers and deductible only 
by them. It does not qualify as a retail 
sales tax deductible by the consumer 
though technically imposed on another. 
Rev. Rul. 54-530. 


Value at date of conversion of residence 
to rental property is basis for deprecia- 
tion. Taxpayers bought a house in 1940 
for some $30,000. In 1949, when its 
value was $56,000, they converted it 
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to rental property. The court holds that 
the depreciation deduction should be 
based on $56,000. Reviewing the cases 
which directed computation of deprecia- 
tion on market value at conversion, the 
court states that none of them condi- 
tioned such an allowance on the cost 
being in excess of the value at conver- 
[The Court not discuss 
whether taxpayers will be allowed to 
recover a total of $56,000 or only $30,- 
000. It would appear that the Court 
would still regard $30,000 as basis for 
gain or loss on sale. Ed.] Parsons v. 
U.S., DC NJ., 1/ /58. 


sion. does 


Allocation of cost to two real properties 
purchased for one price. Taxpayer pur- 
chased an apartment building and a 
$55,000. He sold the 
residence three weeks later for $12,500 
(less $500 expenses). The apartment 
had been offered him for $45,000. The 
Court finds the basis of the residence 
was $9,500. Oscar L. Bowman, TCM 
1955-14. 


residence for 


Advances to corporation not shown to 
be debts. A family partnership was 
formed to build a plant for freezing 
foods. Each partner agreed to put up 
$5,000 capital (total $25,000). The 
total cost was estimated to be $65,000 
and the plan was to mortgage the plant 
to repay any advances over the $5,000 
The were made 
through another family partnership and 
the total cost of $90,000 was 
transferred to a corporation formed to 


apiece. payments 


some 


take over the freezer operations. The 
capital of that corporation could be 
from $5,000 to $250,000. The assets 
were entered on its books with a credit 
to “subscribers” for the $90,000 in 
1947. In 1950, $24,000 was transferred 
to capital stock and the balance re- 
tained as “subscribers’.” No notes were 
issued; bank borrowings had to be used 
for working capital. The court holds 
that there is no proof that the $66,000 
balance represented debt. There can 
therefore be no write off for partial 
worthlessness in 1949. Harry L. Garvin, 
TCM 1955-16. 


Advances evidenced by notes held 
capital contribution. Taxpayer, at his 
brother’s behest, made advances to a 
corporation. Notes were issued to the 
taxpayer although no interest was paid. 
The Tax Court found that the advances 
were capital contributions, not loans. 
Thus loss on the sale of the enterprise 
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resulted in a capital loss and not a bad 
debt. The circuit court affirms the deci- 
sion finding, contrary to the taxpayer's 
contention, that the judge considered 
the total picture although he may not 
have itemized all the evidence. Prutz- 
man v. Comm’r, CA-2, 1/26/55. 


Portion of earnings paid to another bus 
line for franchise is non-deductible 
capital cost. In 1941 taxpayer acquired 
franchise to buses over certain 
routes under an agreement to pay the 
previous franchise holder part of the 
earnings for five years. The Circuit 
Court agrees with the Tax Court that 
whether the transaction was a sale is a 
question of intent. Here it finds the 
contingent payment method was 
adopted to solve problem of a fair price. 
Tax Court affirmed in finding taxpayer's 
income included the full earnings for 
the years with no deduction for pay- 
ments to the old holder. One judge dis- 
sents on the ground that in substance, 
the enterprise was joint and the income 
should be taxed as split between the 
joint venturers. Vermont Transit Co. v. 
Comm’r, CA-2, 1/21/55. 


run 


Restaurant owner's loans to mining 
company were non-business. The Tax 
Court had held that taxpayer’s losses 
on his direct loan to a mining company, 
in which he was a small stockholder, 
were non-business. It treated his loss 
on his guaranty of a bank loan to the 
company in the same way. The circuit 
court refused to consider whether the 
guaranty loss could be allowed in full 
as on a entered into for 
profit; it said the issue should have been 
raised below. Since the taxpayer was 
not in the business of financing, the loss 
was non-business and therefore capital. 
Nicholson v. Comm’r, CA-10, 12/27/ 
54. 


transaction 


Refund of co-op charge for capital fund 
is income. Taxpayer, reporting on the 
cash basis, was a member of an apple 
growers co-operative marketing associa- 
tion and, as such, had paid in five cents 
a box, assessed to build up a revolving 
capital fund. The payments were made 
from 1930 to 1937. In 1951, the co-op 
refunded some of the assessment. The 
conclusion is stated that the reimburse- 
ment represents taxable income; no 
opinion given. Moe v. Earle, DC Ore., 
10/12/54. 


Patron’s loss in cooperative is bad debt 


or capital loss depending on form of 
allocation certificate. Where coopera- 
tive makes allocations to its patrons in 
document form, the type of instrument 
will follow the by-laws in indicating the 
nature of the relationship between the 
cooperative and patron. Thus the docu- 
ment may take the form of a certificate 
denoting a capital investment in the 
cooperative, or a certificate of indebted- 
ness of the cooperative. In this manner 
the document will indicate whether a 
loss due to worthlessness upon dissolu- 
tion or insolvency of the cooperative is 
to be treated by the patron as a capital 
loss or bad debt. Rev. Rul. 55-56. 


Bad debt recoveries must be included 
in 20-year average. Banks are permitted 
to compute additions to their bad debt 
reserves on the basis of their experience 
over 20 years (either the twenty years 
ending with the taxable year or any 
twenty years after 1927). In such a 
computation, recoveries of bad debts, 
written off prior to the 20-year period, 
must be included. Rev. Rul. 55-24. 


Advances to corporation held non-busi- 
ness bad debt, not capital contribution. 





During 1949 and 1950, taxpayer made 


advances totalling $35,000 to a cor- 
poration with $5,000 capital of which 
he was the sole stockholder. When the 
taxpayer sold his stock, in 1950, he re- 
ceived a demand note from the cor- 
poration for the $35,000 with 6% in- 
terest. Shortly after this, the corporation 
was adjudicated a bankrupt and the 
stockholder, in 1951, received $1,600 
on his claim. The court held that the 
advances were genuine loans and not 
capital contributions. However, since 
the taxpayer was not in the business of 
financing or money-lending (he had 
lent money previously to only 5 busi- 
ness ventures more than 15 years prior 
to the instant transaction) the advances 
were not business bad debts. Further 
since the non-business bad debt did not 
become worthless in 1950, no deduc- 
tion was allowed for that year. J. B. 
Reilly, TCM 1955-7. 


After consistently expensing tool costs, 
taxpayer can’t capitalize part. Prior to 
i939, taxpayer manufactured radios 
and refrigerators and always charged 
tooling to cost of manufacture as in- 
curred. In 1939, it began to manufac- 
ture autos. Tooling cost for autos in- 
curred in 1939 applied to autos sold in 
1940 and 1941. Taxpayer therefore 
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made claim for refund, asserting that 
auto tool cost was erroneously reported 
by it as a cost in 1939. In an extremely 
brief conclusion of law, the court holds 
that the filing of the 1939 return, with 
auto tooling costs as an expense, was an 
election to report in accordance with its 
usual accounting methods. Crosley Cor- 
poration v. U.S., DC Ohio, 12/17/54. 


Automobile dealer allowed deprecia- 
tion on car not held as stock. (Acqui- 
escence.) Taxpayer operated a new car 
agency. He purchased a 1948 automo- 
bile for use in his business. The car was 
not held as inventory or stock in trade. 
The court allows taxpayer to take a 
$500 depreciation for the car. Melvin 
E. Tunningley, 22 TC 1108, acq. IRB 


1955-5, 6. 


Dividend checks not constructively re- 
ceived prior to mail delivery despite 
theoretical right to prior collection in 
person. Taxpayer had shares in over a 
hundred savings and loan associations. 
These mailed the year end dividend 
checks on December 31, and taxpayer 
could instead have received payment in 
person at the office on December 31. 
Pointing out that confusion would re- 
sult if stockholders generally demanded 
dividends in person and 
that ordinary business procedure is to 
use the mails, the circuit court upholds 
the Tax Court in finding that the divi- 
dends were not constructively received 
on December 31. Fox, Comm’r v., CA-3, 
12/30/54. 


payment of 


Recovery in suit for damages not allo- 
cable to goodwill in taxable as ordinary 
income. Taxpayer, a coal distributing 
against 
two former officers and two corporations 
alleging that they had conspired to de- 
stroy taxpayer’s business by unlawfully 


corporation, commenced suit 


taking records and customers. Taxpayer 
claimed a loss of business profits and 
goodwill. Taxpayer's attorney believed 
that he would have difficulty in proving 
these damage claims because taxpayer 
was going out of business whereas the 
coal producers and consumers whose 
testimony was essential would be de- 
pendent on new business relations es- 
tablished with the defendants. A settle- 
ment was reached whereby a lump-sum 
payment of $5,000 was paid to tax- 
payer. The court upholds the Commis- 
sioner in determining that the settle- 
ment was taxable as ordinary income 
for lack of proof that any part of the 


recovery was allocable to goodwill ra- 
ther than lost profits. Phoenix Coal Co., 
TCM 1955-28. 


Optimistic attempts at salvaging inven- 
tory do not prevent inventory loss. Tax- 
payer corporation began manufacturing 
a juke-box variation, called a phonette, 
in January 1946. By November over 
44,000 boxes had been manufactured 
but were very unfavorably received. 
Only 200 were sold and about 2,200 
returned. Taxpayer's officers agreed that 
these boxes, which worked on insertion 
of a nickel, were obsolete. Nevertheless, 
taxpayer, in 1947, designed a new 
nickel-dime box which also ended in 
commercial failure. Taxpayer claimed 
that his inventory in phonettes became 
obsolete in 1946 and that it was able to 
carryback its loss for that year to reduce 
its 1944 tax liability. The Tax Court 
found the inventory obsolete in 1947. 
The Third Circuit reverses. The inven- 
tory became obsolete in 1946 even 
though the taxpayer may then have 
been overly optimistic about salvaging 
the value of the inventory by extending 
his operations into the nickel-dime box. 
C-O-Two Fire Equipment Co. v. 
Comm’r, CA-3, 1/2/55. 


Accrual basis employer can’t deduct 
embezzlement loss; refund is probable 
(and was made in later year). Tax- 
payer failed to include some $30,000 
sales, the proceeds of which had been 
embezzled by two of its officers. This 
was discovered prior to the end of the 
taxable year and repayment was prom- 
ised. This promise to repay was an ob- 
ligation which accrued prior to the end 
of the year. In effect no loss is allowed. 
Tax Court is affirmed. Still v. Comm’r, 
CA-2, 1/19/55. 


Subsequent replacement of Lifo inven- 
tory affects surplus; carrybacks of loss 
or unused credit does not. Following the 
1942 Senate Finance Committee report, 
the IRS rules on the computation of 
earnings and profits of a corporation 
electing to treat inventory purchased in 
a later year as the goods sold in a year 
of involuntary liquidation of Lifo inven- 
tory. The net income before taxes and 
tax liability of the year of liquidation 
added to accumulated earnings and 
profits is as finally determined after re- 
placement. Earnings available for divi- 
dends, equity, invested capital, etc., are 
thus recomputed for all intervening 
years. However, neither income nor ac- 
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cumulated earnings and profits for prior 
years are to be changed to reflect a 
carryback of operating loss or unused 
excess profits credit. The adjustments 
should be made in the year of the loss 
or unused credit. Rev. Rul. 54-28. 


Use of Lifo for raw materials only in 
open year not an inconsistency opening 
closed years. In 1946 taxpayer was 
given by regulation the right to elect 
to have Liro apply to raw materials 
only. Recomputation of prior years’ in- 
come, required by the terms of the elec- 
tion, resulted in overassessments for 
two closed years and a deficiency for 
a third year. The court agrees with the 
Commissioner that this is not an incon- 
sistency which would open the closed 
years. Inventory valuation is “an item 
of gross income,” but prior to the elec- 
tion, the inventory at the close of each 
year agreed with the opening of the 
next. By the election, the taxpayer per- 
mitted the Commissioner to adjust open 
years. This does not amount to taking 
an inconsistent position. Dubuque Pack- 
ing Co. v. U.S., DC Iowa, 12/27/54. 


Landlord has loss when tenant 
under 25-year lease demolishes build- 
ing with shorter remaining life. Tax- 
payer claimed a loss of the unrecovered 
cost of a building when it was demol- 
ished (as provided for in the lease) by 
the tenant. The lease was for 25 years, 
and the building had an expected re- 
maining life of 16 years. The Court said 
that in view of these time factors, the 
taxpayer had no loss on demolition. 
[The court observed that removal of a 
building in connection with obtaining 
a lease is regarded as a cost of obtaining 


no 


the lease. The opinion contains no clue 
as to how the unrecovered cost of the 
building is to be accounted for. Ed.] 
Blumenfeld Enterprises, Inc., 23 TC 
No. 88. 


Purchaser's promise to pay is not cash 
received if it cannot readily be valued. 
Decedent and his wife, residents of 
Michigan, reported income on a cash 
basis. In 1945 they contracted to sell 
a saloon and its premises which they 
owned jointly. The purchasers agreed 
to make a down payment and monthly 
payments thereafter, title to be trans- 
ferred on completion of payments. No 
note, mortgage or other evidence of 
indebtedness was given. The down- 
payment and monthly cash payments 
received in 1945 amounted to less than 
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the adjusted basis of the property. The 
Commissioner had valued the pur- 
chaser’s promise to pay at 100% of its 
face value and figured the gain accord- 
ingly. The Tax Court, in Nina J. Ennis, 
17 TC 465, concerning the decedent’s 
wife, had rejected this determination 
and held that the unsecured promise 
was not equivalent to a mortgage and, 
not being negotiable, not an amount 
realized on the sale. In assessing the 
deficiency against the decedent the 
Commissioner argued that the 
negotiable in 
Michigan and valued the purchaser's 
promise at of face. Again the 
court decided that the mere promise to 
make future payments had no ascertain- 
able market value in 1945. However, 
the court did admit that while such 
saleable contracts may ordinarily be 
valued, the instant contract could not 
because (1) an annual liquor license, 


land 
contract was readily 


7hc 
{ox 


perhaps difficult to renew, was required 
to operate the property, and (2) the 
unpaid balance was exceptionally large. 
Estate of Clarence W. Ennis, 23 TC 
No. 100. 


Slot machine didn’t prove 
funds collected for fines were not in- 
come. Taxpayer owned slot machines in 
various locations in Wheeling, W.Va. 
Four times a year, fines of $100 and $6 
costs were assessed. The total for 1944 
$73,000. The taxpayer 
claimed that when cash collections were 
made by it, funds were set aside for the 
fines and the balance divided between 


operator 


was about 


the taxpayer and the owner of the place 
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where the machine was. It was con- 
ceded that the fines would not be de- 
ductible. The Court holds that the tax- 
payer has not proved that it collected 
the money for the fines under legal ob- 
ligation to turn it over to another. Le- 
gally, the fine could be imposed on 
either the taxpayer or the location pro- 
prietor. 

On the issue of depreciation, the 
Court finds that the taxpayer did not 
prove that its estimate of physical life 
was better than the Commissioner’s. 
Automatic Cigarette Sales Corp., TCM 
1955-15. 


Initial Penna. tax on foreign corpora- 
tion, a capital item, not deductible be- 
cause law is repealed. In 1953 Pennsyl- 
vania repealed the law of 1901 requir- 
ing foreign corporations to pay a “bo- 
nus” on capital employed in the state. 
The bonus had been held a non-deduct- 
ible capital charge; deduction can be 
taken only in the year the corporation 
dissolves. The repeal in 1953 does not 
permit a deduction in 1953. Rev. Rul. 
55-48. 


Damage to land and trees. The tax- 
payer was a member of a partnership 
whose citrus fruit groves were severely 
damaged by frost in 1949. The firm had 
bought some planted tracts, the portion 
of the cost allocable to the trees was 
depreciable. Other tracts had been 
planted and all costs expensed. The 
freeze killed many trees and thus made 
the land less valuable since the dam- 
aged trees would have to be cleared. 


The court holds that in computing loss, 
land and trees must be handled sepa- 
rately. The trees planted after acquisi- 
tion have no tax basis and no loss is 
allowable for damage to them. The 
court determined the loss in value of 
the land ($75 an acre). The allowable 
loss is the same percent of the basis as 
the loss in value is a percent of value 
prior to the freeze. Same formula is 
applied to the purchased trees. Bessie 
Knapp, 23 TC No. 93. 


District Court should have determined 
value of immature crop sold with grove. 
Taxpayers, in 1944, sold orange groves 
with an immature crop on the trees to 
their son for $25,000. 3 months later, 
the harvest was sold for about $33,000. 
The court mentions that the Commis- 
sioner asserted that the sales price to 
the son was too low and assessed a gift 
tax, not in issue here. It is agreed that 
the value of the crop at date of sale 
represents ordinary income, but tax- 
payer’s claim that because of the haz- 
ards involved it had no value. The dis- 
trict court made no finding of fact on 
this issue but held the entire proceeds 
taxable gain; case is reversed and re- 
manded for a finding as to the value of 
the crop held under the Walson case 
(345 U.S. 544) to be ordinary income. 
(The Walson case was decided subse- 
quent to the district court action.) 
Cole, Smyth v., CA-9, 1/19/55. [Under 
present law, the crop is treated as prop- 
erty used in a trade or business—gain is 
capital, loss ordinary. Sec. 1231, old 
Section 117j. Ed.] 


NEW DECISIONS INVOLVING CAPITAL GAINS 


Grant of publishing rights held license, 
not sale; no realization of capital gain. 
George Santayana, in 1941, gave the 
taxpayer, an old friend and student in 
need of funds, the manuscript of the 
first volume of his autobiography, “Per- 
sons and Places,” to arrange for its 
publication and to receive all payments 
therefrom. Taxpayer in 1942 gave 
Scribner’s the right to publish and sell 
the work in the U.S. and Canada in all 
but serial form. In 1943 on the objec- 
tion of Santayana’s nephew, his residu- 
ary legatee, a tripartite agreement was 
executed whereby the monies received 
were to be put into an escrow fund 


from which the taxpayer was entitled 
to a maximum of $12,000, which sum 
he received in 1944. In 1945 Santa- 
yana’s nephew died; Santayana exe- 
cuted a formal deed of gift of the first 
two volumes of his autobiography to the 
taxpayer after which about $30,000 was 
distributed to him from the escrow fund. 
The taxpayer contends that (1) the gift 
to him of the book was not completed 
until 1945 and that the income received 
in 1944 was that of Santayana and was 
received by him as a gift from Santa- 
yana, or alternatively (2) if the gift had 
been made to him prior to publication 
the transaction with Scribner’s was a 


sale, and the gain was capital gain, and 
(3) no more than the $12,000 taxpayer 
was entitled to draw from escrow in 
1944 could be taxable income to him 
in that year. The court held that (1) 
the gift of the book was made prior to 
1942 (2) the transaction with Scrib- 
ner’s was a license since payment by 
the publisher was conditioned on sales 
and certain rights were retained by the 
taxpayer, but that (3) the taxpayer had 
the right to receive only $12,000 in 
1944 and since his right to the re- 
mainder was not resolved until 1945 
only the royalties under the agreement 
were income in 1944. [Under the 1954 
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Code the question becomes moot. Sec. 
1221 specifically excludes “a copyright, 
a literary, musical or artistic composi- 
from the definition of capital 
assets. Ed.] Daniel M. Cory, 23 TC 
No. 98. 


tion 


Bulk sale of lots by contractor results 
in capital gain. Taxpayer, a building 
contractor, customarily bought land, im- 
proved it if necessary, and after con- 
structing a house thereon would sell 
the house and lot as such. In 1949 he 
had a block of 14 lots adjacent to, and 
the last part of, an adjoining tract. The 
lots were entirely unimproved. Although 
the taxpayer did not solicit for the sale 
of this land and was reluctant to sell it, 
he finally sold it to another contractor 
who was to erect houses thereon and 
for each lot after he had sold it. 
\pplying the usual tests, the court con- 
cluded that the lots were not held for 
sale to customers in the ordinary course 
f business. Taxpayer realized a gain 
on the sale of capital assets. Paul V. 
Morris, TCM 1955-21. 


pay 


Commissioner erred in treating all sales 
of prize cattle under a given age as not 
from breeding herd. Taxpayer operated 
a cattle farm and had developed a high 
quality herd of Herefords. Over the 
years 1944 to 1950, he sold some 800 
animals to other breeders. He claims 
that 171 were from the breeding herd 
and entitled to capital gains treatment; 
they were sold only because taxpayer’s 
business required frequent showings at 
cattle fairs and animals exhibited must 
be offered for sale. The Commissioner 
treated all cattle below given ages as 
not breeding cattle. Though the Court 
had used an age test in the Fix case 

16 TC 854 affd 198 F 2d, CA-4), 
better evidence is available here. Age 
is not a conclusive test; here the herds 
for breeding and for sale were kept 
physically separate. Capital gains al- 
lowed on the animals from the breed- 
ing herd displayed at exhibitions and 
sold. Estate of C. A. Smith, 23 TC No. 
91. 


Settlement of suit to rescind sale of 
stock results in capital gain. (Acqui- 
escence.) Taxpayer brought suit against 
the corporation by which he had been 
employed to rescind a sale of stock al- 
legedly induced by fraud. He accepted 
a settlement of $8,000 paid by the cor- 
poration as “severance pay.” The Com- 
missioner determined that this repre- 


sented ordinary compensation to the 
taxpayer. The Tax Court upholds tax- 
payer's position that the money was in 
settlement of taxpayer’s rescission ac- 
tion and as such represents additional 
payment for the stock reportable as 
capital gain. Albert J. Goldsmith, 22 
TC 1137, acq. IRB 1955-5, 6. 


Gain on sale of whiskey certificates by 
rectifier held capital. (Acquiescence.) 
Taxpayer purchased certificates for 1,- 
000 barrels of whiskey with the inten- 
tion of holding it for four years and 
bottling. However, it sold all the cer- 
tificates. Despite the fact that it in- 
cluded the certificates in its year-end 
inventories, the Court finds that the 
certificates were not held for sale to 
customers in the regular course of its 
business. The gain was capital. Green- 
bros, Inc., 23 TC No. 33, acq. IRB 
1955-5, 6. 


Payments for patents measured by pro- 
duction are ordinary income through 
1953; new law applies to 1954 et seq. 
The Service will continue to apply 
Mim. 6490 to 1953 and prior years. 
This Mimeograph held that payments 
received for assignment of a patent 
measured by production or payable 
over the patent’s life will be treated as 
ordinary income. Under the 1954 Code, 
such payments will be treated as capi- 
tal gain, but this rule is applicable to 
1954 and later years only. Rev. Rul. 
55-58. 







payments held sold to founda- 
; gain is capital. Taxpayer trans- 
ferred to a charitable foundation con- 
trolled by him, for cash and notes with 
a fair market value of about $500,000, 
his mineral interest in five properties. 
The foundation had “in-oil payments,” 
ie., the right to receive royalties from 
the properties until a specified total 
(about $1.5 million) had been received, 
after which the foundation’s interest 
was to terminate and taxpayer again 
become sole owner. The majority of the 
court held that this was a valid prop- 
erty transfer; the “tree” was transferred 
as well as the “fruit.” One dissent on 
the ground that the majority was mis- 
led by the fact that royalty interests are 
treated, for some purposes, as property 
interests. In reality they are nothing 
but a claim to income, and taxpayer 
here has merely collected some income 
in advance. Caldwell v. Campbell, CA- 
5, 1/12/55. 
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Cancellation of royalties owing results 
in taxable income. A licensing agree- 
ment between taxpayer and another 
corporation provided for renegotiation 
and adjustment of royalty rates every 
two years. After several years the tax- 
payer, as licensee, succeeded in secur- 
ing a rate reduction retroactive to the 
date of the agreement. The circuit court 
affirms the Tax Court in holding that 
taxpayer realized taxable income from 
the cancellation of royalties. The tax- 
payer was to include in gross income 
the amount cancelled since it had previ- 
ously deducted accruals at the original 
rate. Standard Brass & Mfg. Co. v. 
Comm’r, CA-5, 1/25/55. 


Cancellation of indebtedness is ordi- 
nary income or capital loss depending 
on relationship to sale of stock. Tax- 
payer owned almost all the stock of 
Wil-Tex Oil and was indebted to it for 
$34,000. He contracted on February 
10, 1948, to sell his stock to Panhandle 
Producing Co. Wil-Tex cancelled tax- 
payer’s debt on its books under date of 
January 31, 1948. The Tax Court sus- 
tained the Commissioner’s contention 
that the forgiveness of debt was inde- 
pendent of the contract of sale and re- 
sulted in ordinary income to the tax- 
payer. The taxpayer appealed to the 
Fifth Circuit maintaining that the gain 
was realized from the sale or exchange 
of a capital asset as the contract for 
sale was based on the value of Wil-Tex’s 
assets. The circuit court reverses and 
remands for determination of the pre- 
cise date of the cancellation of in- 
debtedness. Wilson v. Comm’r, CA-5, 
2/4/55. 


Gain realized from sale of unharvested 
crops, sold with land, is ordinary in- 
come. Taxpayer made lump sum sale of 
farm lands then bearing unharvested 
crops. After determining the fair market 
value of the crops passing on the sale, 
the court held that the gain attributable 
to the crops on the land was taxable as 
ordinary income. Miller v. Earle, DC 
Oreg., 1/31/55. 


Unharvested crop sold with land results 
in ordinary income. In 1945 the tax- 
payer made lump-sum sales of citrus 
groves then bearing crops. That part 
of the realized gain attributable to the 
fruit is held taxable as ordinary income. 
The court follows the Watson case, 345 
U. S. 544. Edwards v. Comm’r, CA-5, 
1/18/55. 
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Capital gains on 
real estate transactions 











Frequency and substantially of sales 
indicative of “dealing in” properties for 
purpose of capital gains treatment. 
Taxpayer corporation, in 1946 acquired 
a large undeveloped tract of land in- 
tended for the construction and rental 
of a shopping center. Unable to develop 
this project because of zoning restric- 
tions it sold 2 parcels in 1947. In 1948, 
1949 and 1950 it sold another 18 
parcels which it had acquired for the 
building of housing projects or eventual 
resale. The court held that the taxpayer 
was entitled to capital gain treatment 
on the 2 isolated sales but not on the 
other 18. The latter involved parcels 
held for resale whenever a satisfactory 
profit could be obtained. The frequency 
and substantiality of these sales indi- 
cated that taxpayer was a dealer in un- 
developed land and gain derived there- 
upon was taxable as ordinary income. 


Curtis Co., 23 TC No. 96. 


Manner of sale determinative in decid- 
ing if sale resulted in capital gain or 
ordinary income. Taxpayer, a corpora- 
tion, was organized in 1939 for the 
business of building and selling new 
houses. In 1942, under the provisions 
of the National Housing Act, taxpayer 
undertook, in addition to its other busi- 
ness, an extensive program of rental 
housing construction. At the end of 
1945, the houses having appreciated in 
value as much as they ever would, tax- 
payer corporation decided to liquidate 
its investment in rental housing and in- 
vest in the construction and rental of 
regional shopping centers. Taxpayer be- 
lieved it could save on selling expenses 
by using its own organization to effect 
the sale instead of an independent real 
estate broker. It paid its salesman over 
$55,000 in commissions, conducted an 
extensive advertising campaign and in 
three years sold close to 1,000 of its 
previously rented units. Taxpayer re- 
ported the gain from the sale as capital 
gain from the sale of property used in 
the trade or business. The Tax Court 
upholds the Commissioner in treating 
the gains as ordinary income. The man- 
ner in which the units were sold was 
such that they must be considered as 
having been held and sold by the tax- 
payer in the ordinary course of its busi- 
ness of holding houses for sale. Curtis 
Co., 23 TC No. 96. 
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Capital gain, not ordinary income, 
realized on sale of cemetery lots in 
California by Illinois bank president. 
Taxpayer, an Illinois resident and presi- 
dent of a bank in that state, purchased 
land in California adjacent to a tract 
operated as the Sunnyside Mausoleum 
by Pacific Builders. Pacific agreed to 
subdivide taxpayer’s land as cemetery 
lots under an arrangement whereby the 
taxpayer would convey title to the in- 
dividual purchaser when Pacific paid 
the taxpayer half the purchase price. 
The court refused to accept the Com- 
missioner’s determination of taxpayer's 
gain as ordinary income. Taxpayer, not 
being in the business, either individu- 
ally or as joint venturer, of subdividing 
and selling lots, realized capital gain 
from the sales. Further, since the agree- 
ment with Pacific was not a “sale” of 
land to that company (which agree- 
ment was less than six months after the 
purchase) taxpayer’s capital gain on 
sales to individual purchasers was long 


term. Martin v. U.S., DC IIl., 12/15/54. 


Intent in purchase and sale of site de- 
cisive of whether loss on sale is ordi- 
nary or capital. Taxpayer, who was in 
the real estate business, purchased some 
lots in Tampa (during the 1926 land 
boom) for $25,000 thinking to erect a 
baking plant and reenter the bakery 
business. Before his plans matured fur- 
ther, a competitive plant was begun and 
taxpayer abandoned the project. The 
property was thereupon listed for sale 
but no offers of purchase were received 
from 1927 until 1947 when tne taxpayer 
received and accepted an offer of about 
$1,200. Taxpayer reported a loss of 
$23,800 on his 1947 return. The Com- 
missioner ruled that the lots, not being 
held by taxpayer primarily fer sale in 
the ordinary course of trade or business, 
were capital assets sold at a capital loss. 
Taxpayer contends that the lots were 
real property used in his trade and the 
sale resulted in ordinary loss. The Fifth 
Circuit finds that the Tax Court sus- 
tained the Commissioner without con- 
sideration of taxpayer’s argument that 
he suffered a loss on realty used in his 
business. Remanded for further con- 
sideration. Burns v. Comm’r, CA-5, 
2/4/55. 


78 residential properties purchased and 
81 sold in three years gave rise to ordi- 
nary income. Taxpayer was a lawyer 
but his income from law practice was 
small compared with his real estate ac- 


tivity. In 1944 he owned 23 residential 
properties and over the next three years 
bought 78, sold 81 and owned 20 at the 
end of 1947. He claimed that sales 
were made only when required because 
of excessive repairs or other unusual cir- 
cumstances. In view of the number of 
sales, the Court finds that they were 
held for sale wherever a profitable price 
could be obtained. The gain is ordinary. 
Raymond Saltzman, TCM 1955-18. 


Loss on sale of rented residence is capi- 
tal loss. Taxpayer, in the securities busi- 
ness, rented a one-family house which 
he had inherited. The circuit court 
affirms the district court’s decision that 
since the taxpayer was not in the busi- 
ness of buying and selling houses, the 
loss on the sale of the property was a 
capital, rather than ordinary, loss. Grier 
v. U.S., CA-2, 1/25/55. 


Ordinary income realized on sale of 
rental units. Taxpayer corporation built 
and sold 97 homes in 1942 reporting 
the gain as ordinary income. An addi- 
tional 102 homes were built in 1943 
and 1944 from which taxpayer received 
rental income until June 1946. These 
houses were sold by August 1947 
through advertising done by taxpayer 
and its agents, and the proceeds in- 
vested in unimproved realty. The cir- 
cuit court affirms the district court in 
holding that ordinary income was real- 
ized. Taxpayer liquidated its invest- 
ment property by engaging in the real 
estate business but the gain was ordi- 
nary income. Galena Oaks Corp. v. 
Scofield, CA-5, 12/29/54. 


Sale of defense housing was ordinary 
income; plan was to rent or sell depend- 
ing on market. Finding that there was 
little question but that sales of houses 
erected for war workers in the tract was 
frequent, continuous and substantial, 
the court found for the Commissioner 
on the factor to which it gave greatest 
weight—“the purpose for which the 
property was held during the period in- 
volved.” The taxpayer contended that 
it sold this project because the rate of 
return was low due to high maintenance 
costs and taxes; other projects it re- 
tained as rental property. The court 
found that at best, the taxpayer had the 
dual purpose of renting so long as it 
was more profitable than selling. Hence, 
since one purpose was holding for sale, 
the gain is ordinary income. Harry 
Slatkin Builders, Inc., TCM 1955-3. 
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NEW DEVELOPMENTS IN 


raud & negligence 


EDITED BY HARRY: GRAHAM BALTER, LL.B. 





Does attorney-client privilege extend to 


accountant hired by 


CCEPTED DOCTRINE holds that there 

is no accountant-client privilege 
either as to communications between 
the accountant and his client, or as to 
analyses, computations and “work pa- 
pers” prepared by the accountant while 
handling his client’s tax matters. As a 
matter of practice, the government’s 
best ammunition against the taxpayer 
under investigation for fraud is, un- 
wittingly or otherwise, supplied by the 
accountant who often is even unaware 
of the absence of a privileged status. 
attorneys have _at- 
tempted to by-pass this dangerous pit- 
fall by resorting to the device of em- 
ploying at the earliest possible moment 
the accountant who is to assist him in 
handling the fraud case. By making the 
accountant his own employee or agent, 
rather than that of the client involved 
in the tax investigation, it had been 
thought that the traditional privileged 
status of attorney and client would also 
envelop the accountant thus engaged 
by the attorney. This arrangement was 
discussed at some length in the Practice 
section of THE JOURNAL OF TAXATION 
last month (2 yrax 3 at p. 156). How- 
ever, George B. Lourie and Arnold R. 
Cutler take a disturbing contrary view. 
well-known Boston tax 
lawyers see much danger even in this 


Experienced tax 


These two 
arrangement. 

It is their view that the decisions of 
the Ninth Circuit in Himmelfarb (1949, 
175 F. 2d 924, cert. denied) and of the 
Sixth Circuit in Gariepy (1951, 180 F. 
2d 459), quite clearly decide that even 
under the conditions posed, there would 
be no privileged status afforded the 
accountant. 

Lourie and Cutler roundly criticize 
these decisions on this point (justifiably 


attorney? 


so, we think) and point out (Tax Law 
Review, January 1955, at p. 277) that: 

“Not every tax case which is investi- 
gated for fraud is in fact a fraud case, 
and only a small percentage of so-called 
fraud cases actually reach the stage of 
criminal prosecution. Since the Internal 
Revenue Service presently follows the 
Himmelfarb doctrine (at least in some 
districts), a revenue agent may, and 
often does, issue a summons to take 
possession of all the material which the 
attorney has had the accountant prepare 
and, in addition, the agent may, and 
often does, call in or summon such 
accountant in an oral examination re- 
garding the work performed for the 
lawyer. This procedure would seem to 
be literally stripping the client of his 
entire defense. 


Submit or claim privilege 


“When the summons is issued, the 
accountant employed by the lawyer 
must submit or claim the privilege. If 
he submits, the client’s entire defense 
prepared by the lawyer may come into 
the complete possession of the govern- 
ment. If the accountant under the cir- 
cumstances claims the privilege, the 
following occurs: first, the accountant 
may be subject to a trial in the district 
court with attendant publicity in the 
newspapers as to possible criminal 
prosecution of the client. In a prospec- 
tive criminal case—it may in fact never 
reach that stage—such publicity may 
prove as damaging as an indictment 
itself. In addition, raising the issue of 
privileged communication at that point 
may be detrimental to the harmonious 
relationship which may exist between 
the treasury agent and the client's 
attorney.” 
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“There is, of course, the possibility of 
submitting the material requested under 
protest, thereby protecting the client’s 
position for a future appeal in the 
courts. How effective this may be is not 
clear. It is submitted that it should have 
a substantial effect in subsequent con- 
siderations by the federal courts and 
that any information discovered as a 
result of the violation of the privilege 
should be excluded from evidence.” 


Legislation is needed 


“Legislation definitely overriding the 
Himmelfarb decision and clearly estab- 
lishing that an accountant, employed 
by a lawyer in his connection with the 
preparation of a client’s case, comes 
within the protection of the attorney- 
client privilege would appear to be the 
most desirable solution of this problem. 
A simpler method would be for the In- 
ternal Revenue Service and the Depart- 
ment of Justice in practice to repudiate 
the Himmelfarb case and follow the 
preponderance of authority which rec- 
ognizes that the confidential relation- 
ship of attorney-client should be fully 
protected in the case of an accountant 
engaged by the lawyer. This could 
be accomplished by a departmental 
ruling. In any event, it should not be 
left to the discretion impulse of an 
examining agent whether or not this 
privilege should be invaded. To quote 
again from the Model Code of Evidence, 
‘The social good derived from the 
proper performance of the functions of 
lawyers acting for their clients is be- 
lieved to outweigh the harm that may 
come from the suppression of evidence 
in specific cases.’ ” 


Our experience with Intelligence 

Maybe the picture is as dark defense- 
wise as Lourie‘and Cutler indicate, but 
your Editor has been led to believe 
that in most areas the Intelligence Divi- 
sion would not press the accountant too 
severely if they were satisfied in good 
faith he was in the employ of the at- 
torney. Even so, this attitude of the 
Intelligence Division could be merely a 
gratuitous gesture in the interest of fair 
play, rather than a recognition of a 
right soundly founded in law. If so, this 
attitude would of course be subject to 
change or exception as the occasion 
arises; a weak reed for tax counsel to 
lean upon. 

The views of our readers as to their 
experiences in the particular areas where 
they are engaged are certainly invited.* 
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Number of tax fraud 
cases increases 


THe DEPARTMENT OF JusTICE has re- 
ported that 542 persons were convicted 
or pleaded guilty during 1954 in cases 
involving criminal violations of the in- 
ternal revenue laws. Of this number 
123 were convicted after trial and 419 
others pleaded guilty. This compares to 
70 convicted and 423 pleading guilty 
in 1953, and 53 and 324 in 1952. 

The Tax Division of the Department 
of Justice received more than 4,300 
cases of all types in 1954, approximately 
the same as the 1953 high. It brought 
to a close more than 4,150 cases, about 
25 percent more than in any previous 
year. 

Approximately 7,150 cases currently 
are pending in the courts. This includes 
about 960 3,665 civil and 
2,525 tax lien and miscellaneous mat- 


criminal, 


April 1955 


ters. The Division is handling twice the 
business handled in the years imme- 
diately following World War II. 

In the civil field, 75 percent of the 
cases are brought by taxpayers against 
the United States for recoveries, said 
H. Brian Holland assistant attorney 
general. More than $360,000,000 cur- 
rently is involved in all civil litigation. 
The potential interest liability would 
exceed $45,000 per day if the Govern- 
ment lost all the suits. During 1954, 
however, the Government collected or 
retained about 78 percent of the amount 
decided during the year. This compares 
to an average of about 68 percent for 
the four preceding years. 

Under an announced policy that 
the Department no longer consents to 
pleas of nolo contendre in criminal 
cases, except in unusual circumstances, 
the number of such pleas has been cut 
by more than 50 percent. ¥ 








New fraud & negligence decisions 





Deficiencies and penalties take most of 
profit from year of crime. When tax- 
payer, aged 73, was arrested with an- 
other chiropractor on abortion charges 
of which he was convicted, he had as- 
sets, largely in cash, of about $72,000. 
The court reviewed his long years of 
work at low-paying jobs and as a strug- 
gling chiropractor in many towns and 
found fantastic his story of accumulated 
wealth in prior years. The deficiencies 
assessed, together with fraud and negli- 
gence penalties, totaled about $61,000. 
W. H. Jordan, TCM 1955-10. 


Reliance on professionals no excuse for 
late filing of estate tax return; their 
competence not shown. The executrix, 
decedent’s widow, filed the estate tax 
return some ten months after the due 
date. The court rejected her argument 
that she was unaware of the deadline 
and relied entirely on her attorney and 
accountant. It said she did not prove 
that she supplied the information to 
them. Nor did she show they were com- 
petent tax advisers. 25% negligence 
penalty sustained. Estate of Stanley T. 
Sochalski, TCM 1955-19. 


Conviction for evasion reversed; gov- 
ernment did not prove opening net 
worth in case based on expenditures 
above reported income. Conviction on 
tax evasion for 1946 to 1949 in district 
court is reversed and the case remanded 


for a new trial. In the government’s 
proof of expenditures from 1940 to 
1949 (which the circuit court charac- 
terized as extremely confusing), there 
were several adjustments for expendi- 
tures from funds on hand at 1/1/40. 
However, proof that taxpayer had no 
other accumulated funds was not made. 
This is essential in making prima facie 
case of this type. The court notes com- 
ments by taxpayer that he had accumu- 
lated savings and that the evidence 
showed this was quite possible. Dupree 
v. U.S., CA-5, 1/20/55. 


Reconstruction of income by percentage 
markup method; lower-than-average 
gross profit alerts Commissioner. Tax- 
payer operated a retail store in Michi- 
gan which sold liquor, tobacco, maga- 
zines and some groceries. The average 
gross profit of liquor stores in that state 
was 8.15% between 1943-1947 and 
11.11% thereafter. Taxpayer’s books 
showed a profit of not more than 1.15% 
during the first period and profits of 
9.2%, 7.9% and 11% for the years from 
1948 to 1950. The taxpayer failed to 
show that the discrepancy was due to 
theft, breakage and the pushing of in- 
ferior liquors at cheap prices; and, 


furthermore, Michigan sets the liquor 
dealer’s purchase and selling price. On 
all other merchandise sold between 
showed a 
For the period 


1943-1947, the taxpayer 
profit of 19.8-27.8%. 


from 1947 to 1950 the profit was shown 
at 10.8%, 1.1% and 13.5%. The Com- 
missioner determined that profit on this 
merchandise should have been at least 
22%. The court stated that the Com- 
missioner was fully justified in recon- 
struction of the taxpayer’s income dur- 
ing the years from 1943 to 1950 by use 
of a percentage markup method. Be- 
cause of its conclusion that part of the 
deficiencies in the given years was due 
to fraud, the statute of limitations was 
no bar and a 50% fraud penalty on the 
redetermined deficiencies was upheld. 
John F. Kurnick, TCM 1955-31. 


Accounting ability, failure to report, 
deceit at trial, convince court of fraud. 
Taxpayer was the owner and operator 
of two apartment houses. She kept few 
records despite her experience as book- 
keeper in charge. The Commissioner 
reconstructed her income from cash re- 
ceipts and disbursements, and by net 
worth for one year. When questioned at 
the trial about a bail-bond transaction, 
she first said she realized no profit on 
it, but later admitted a $7,000 profit. 
The court found fraud the year in 
which the deficiency was about $20,- 
000; negligence in the other years. 
Ethel Olinger, TCM 1955-9. 


Evidence supports trial court's finding 
of wilful attempt to evade taxes. (Cer- 
tiorari denied.) The circuit court held 
that the evidence justified the conclu- 
sion that the taxpayer wilfully at- 
tempted to evade taxes. This evidence 
consisted of the gross discrepancy be- 
tween actual and reported income, tax- 
payer's untruthful denial that he had 
accounts receivable ledgers and _ his 
withholding of such records, and tax- 
payers groundless excuse of financial 
inability to pay taxes when due. Glas- 
cott v. U.S., CA-7, cert. denied 2/7/55. 


~ 


Fraud not proved, deficiency collection 
barred by statute of limitations. Tax- 
payer, a furniture manufacturer, un- 
able to continue under wartime restric- 
tions, formed a new corporation to 
manufacture parachute packs. While 
made to appear as the organizer, the 
officials of the parachute company ar- 
ranged all the business deals, bookkeep- 
ing, etc., and supplied one of their own 
members as attorney. Taxpayer was 
asked by this attorney to sign four 
checks totaling $25,000 for bookkeep- 
ing purposes only. The checks were 
cashed. Since the Commissioner offered 
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no evidence to substantiate fraud other 
than the checks, the Tax Court ac- 
taxpayers evidence that he 
never received any part of the proceeds. 
The court also believed that failure to 
report an $800 gain was due to inad- 
Since fraud had not been 
shown, the statute of limitations barred 
collection of the deficiency. Ralph Du- 
vall Morse, TCM 1955-22. 


cepted 


vertence. 


Failure to report slot machine income 
fraudulent. Taxpayer placed slot ma- 
chines at local Veterans of Foreign 
Wars Post. The weekly proceeds, after 
a deduction of $15 for the police, were 
divided equally between taxpayer and 
the post. Taxpayer did not report this 
income. The Commissioner determined 
his income from this source by refer- 
ence to the post’s share less certain ex- 
penses. The police money was not de- 
ductible, either as “protection pay- 
ments” (in frustration of state policy) 
or for the maintenance of law and order 
which is a duty incumbent on the 
police by virtue of their office. Failure 
to report income was stated to be in 
fear of local prosecution for illegal ac- 
tivities, but the court noted that the 
local authorities did nothing on basis 
of the license tax paid to the U.S. gov- 
ernment. Deficiency (with slight ad- 
justment) plus 50% fraud penalty sus- 
tained. Samuel Guralnick, TCM 1955- 
26. 

Criminal evasion upheld on failure to 
report kickbacks; Wilcox case distin- 
guished. The court commented that it 
is hard to see what is left of the hold- 
ing in the Wilcox case (327 U.S. 404) 
that embezzled funds are not taxable 
income after the Rutkin case (343 U.S. 
130) held taxable. 
However, the court distinguished Wil- 
cox by pointing out that the defendants 
here received “commissions” from per- 


extorted money 


sons doing business with their employer, 
Bethlehem Steel. While it may be pre- 
sumed that Bethlehem was injured, its 
right to recovery should not take prece- 
dence over taxes assessable on bene- 
ficial enjoyment and control. In one 
year, these commissions were paid not 
to the taxpayers directly, but to corpo- 
rations controlled by them. These cor- 
porations paid income tax. Although 
the defendents received no sentence for 
that year, the court reviews the charge 
below on intent and finds no error in 
the district court’s charge. The defend- 
ants had contended on appeal that the 


court had not emphasized the bearing 
on intent of the fact that the corpora- 
tion paid tax. Bruswitz, U.S. v., CA-2, 
1/12/55. 


Net worth method applied without 
itemizing specific faults in taxpayers’ 
bookkeeping. Taxpayers, a husband and 
wife, operated a bar, an illegal gam- 
bling operation, an apartment house, 
fishing boat and riding stable. The Com- 
missioner determined deficiencies in 
their taxes by the increase in net worth 
method. The circuit court upholds the 
use of this method on authority of 
Smith, Holland, Friedberg and Cal- 
deron, over taxpayers’ contention that 
use of the method was unjustified where 
their books were not discredited as to 
specific omissions, etc. The Tax Court 
was not unreasonable in refusing to ac- 
cept taxpayers’ fantastic and unrealistic 
account of $52,000 undeposited cash 
on hand at opening date. Further, this 
court cannot say the lower court’s find- 
ing of fraud was clearly erroneous. 
Case is affirmed as to all but one point 
and remanded in respect to one item of 
$12,000 erroneously included as cash 
on hand. Kite v. Comm’r, CA-5, 1/4/55. 


Court upholds net worth determina- 
tions but makes adjustments on Com- 
missioner’s calculations. Taxpayer, sole 
proprietor of a liquor store, recorded 
his business operations in single-entry 
books which showed daily sales, pur- 
chases and expenses. Sales entries were 
taken from a cash register tape. Since 
many sales were not recorded on the 
tape the daily sales figures were doc- 
tored by writing over the first digit so 
as to increase it by even hundreds of 
dollars. Taxpayer also bought and sold 
houses during the years in question, 
only one of which was held for a pe- 
riod of more than 6 months, but on 
none of which he reported the gains 
realized on sale. The Cornmissioner de- 
termined deficiencies in taxpayer's in- 
come tax by the net worth method. The 
court approved the use of this method 
but made adjustments in the compu- 
tations. The court also sustained the 
imposition of fraud penalties for the 
years in question. Olin Alexander, TCM 
1955-29. 


Court approves net worth method but 
makes independent computation. Tax- 
payer operated a cigar store and card- 
room until his business was raided and 
closed in 1950. He kept daily receipts 
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during 1948 and had a firm prepare 
monthly reports and tax returns during 
1949 and 1950 which were in substan- 
tial agreement with his records. Upon 
audit, the Commissioner noted discrep- 
ancies between the daily cash disburse- 
ments and monthly summaries and 
found it impossible to ascertain per- 
sonal expenses, verify cash receipts or 
explain a net worth increase. The court 
sustains the use of the net worth 
method to show taxpayer’s books were 
incorrect but makes an independent 
computation of the deficiency. Since 
the Commissioner failed to prove fraud, 
no fraud penalty was allowed. Arthur 
Brandimore, TCM 1955-32. 


Wife incurred no joint liability since 
she did not intend to and did not file 
a joint return. (Acquiescence.) Tax- 
payer's husband, a Maryland poultry 
farmer, filed separate returns for 1943 
through 1948 claiming taxpayer as an 
exemption but excluding her earnings. 
In 1948, she took $15,000 from a joint 
account and separated from her hus- 
band. The Commissioner claimed the 
husband’s returns were joint returns 
and taxpayer was liable for half the 
deficiencies for the years in question. 
The Tax Court held taxpayer was not 
liable for deficiencies when she neither 
intended to file nor did file a joint re- 
turn. Although she should have re- 
ported the income from one-half the 
community property, having filed no 
joint return, she incurred no joint liabil- 
ity based on a joint return. Myrtle O. 
Calhoun, 23 TC No. 2, acq., IRB 1954- 
52, 6. 


Commissioner must allow cost of goods 
sold. Taxpayer, a longshoreman, testi- 
fied that his wife ran their grocery 
store and kept all records. The books 
were poorly kept and contained many 
round figures; therefore the Commis- 
sioner justified in using other 
methods to establish income. However, 
it was improper to compute net income 
as equal to gross receipts. The Court 
allowed 75% of gross receipts as cost of 


goods sold. Jeff Rubin, TCM 1954-213. 


was 


Penalty for non-filing, and fraud penalty 
based thereon, sustained. Taxpayers’ at- 
torney prepared returns for them in 
1947, 1948 and 1949, and on the 1948 
return claimed a payment of $2,000 on 
declaration of estimated tax. Investiga- 
tion showed no returns filed for 1947 
and 1949. Taxpayers produced copies 
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of the unfiled returns. In a prior in- 
vestigation for 1944 and 1945 taxpayers 
also produced copies of returns which 
official records did not show as filed. 
Deficiencies were determined for the 
years in question based on the unfiled 
returns as well as penalties for failure 
to file and fraud. The Tax Court up- 
held the penalties stating that while it 
did not hold for the infallibility of the 
IRS it was highly improbable that the 
records should be wrong for five years. 
Further, taxpayers could not substanti- 
ate their claim with canceled checks or 
other records. Sebastian Lucido, TCM 
1955-23. 


In a criminal case the government need 
not prove lack of deductions as well as 
unreported income. The defendant was 
found guilty, in the district court, of 
criminal evasion of income tax. He had 
cross-examined the government’s wit- 
introduced evidence that 
he omitted gross income, but put in no 
evidence of his own. In the circuit court 
he contends that his motion for acquittal 


nesses who 


had been improperly denied. His theory 
is that the government must prove not 
only that gross income was understated 
but also that there were no unclaimed 
deductions to offset the unreported in- 
come. Pointing out that deductions are 
peculiarly within the defendant’s knowl- 
edge, the court holds that the govern- 
ment can use the deductions on the 
return in making out a prima facie case. 
It is up to the defendant to prove addi- 
tional deductions if any. The circuit 
court finds no error in the trial court’s 
admission of worksheet from which the 
return limitations on 
cross-examination of government wit- 


Bender, U.S. v., CA-7, 


was prepared, 
nesses, etc. 
1/12/55. 


Penalties for negligence, failure to file 
estimate and substantial underestimate 
sustained. Taxpayer offered no evidence 
of a valid reason for failing to file esti- 
mates; on the returns filed, income was 
and excessive deductions 
taken. Negligence penalty (5% of de- 
ficiency) sustained. Both the penalty 
for failure to file an estimate and the 
penalty for substantial underestimate 
were also sustained. John Calvin Grier, 
Jr., TCM 1954-4. 


understated 


Conviction of farmer for tax evasion 
sustained. Defendant, a farmer who 
said he kept no books or records, was 
convicted of income tax evasion. The 


April 1955 


government’s case was built on net 
worth schedules and receipts and dis- 
bursements. Conviction sustained. The 
indictment was not faulty because it 
added the superfluous information that 
the method of evasion charged was 
understating gross income, though the 
tax is on net income. Nor was the net 
worth statement, based on a statement 
of assets and liabilities signed by the 
defendant during investigation, im- 
properly used to prove the crime by 
extra-judicial evidence. It was merely 
corroborative and therefore admissible. 


Jenkins v. Comm’r, CA-3, 1/13/55. 


Records unsatisfactory; net worth 
method used; fraud penalties sustained. 
(Acquiescence.) Petitioner's bank de- 
posits and cash expenditures in his res- 
taurant and hotel business exceeded 
receipts shown by his memorandum 
books of account and the tax returns 
prepared in accordance with the rec- 
ords. The court finds that the Commis- 
sioner is justified in rejecting these rec- 
ords and using the net worth method. 
The court is not convinced that peti- 
tioner had any substantial cash on hand 
in the beginning of 1945. It pointed out 
that the only evidence offered is the 
story of relatives that they saw the cash. 
Fraud penalties sustained. Frank Im- 
burgia, 22 TC 1005. acq. IRB 1955- 
4, 6. 


Stockholder taxed on total funds drawn 
from corporation though more than net 
after taxes; fraud penalties sustained. 
Taxpayer was sole stockholder of a cor- 
poration operating a tap room. He kept 
only fragmentary records. The Commis- 
sioner assessed deficiencies against him 
of about $100,000 treating as dividend 
income his withdrawals from the corpo- 
ration. $140,000 was assessed against 
the corporation. About $150,000 in 
penalties also assessed. These were up- 
held by the Tax Court though the tax- 
payer argued it was improper to tax 
him on the theory that he personally 
withdrew all the income of the corpora- 
tion as dividends. Not all this was net 
profit because no provision was made 
for the taxes and penalties here found. 
The court held that he received the 
funds under a claim of right. As to the 
fraud issue, the court said that the mere 
fact that deficiencies were many times 
greater than the reported income, was 
highly persuasive evidence that the re- 
turns were fraudulent. Further, the tax- 
payer had been convicted on criminal 


charges for three years. The inadequacy 
of the records, the court found, was 
part of a plan to evade payment. And 
this was a plan to avoid all income taxes, 
even though the taxpayer may have 
been ignorant of the excess profits tax. 
Eugene Vassalo, 23 TC No. 87. 


Motion for acquittal in evasion case 
based on net worth proper. In denying 
that there was error in the refusal of 
the court below to direct acquittal, the 
circuit court quoted the Supreme 
Court’s admonition in the recent Hol- 
land case to bear constantly in mind 
the difficulties that arise when circum- 
stantial evidence as to guilt is the chief 
weapon of a method that is itself only 
an approximation. Despite some errors 
in the government’s computation of 
opening net worth, the circuit court 
finds the evidence sufficient to go to 
the jury. There was no error in refusing 
to allow a CPA witness for the defense 
to give his opinion whether taxpayer’s 
records were adequate. Considering the 
simplicity of the records, this was a 
proper question for the jury, not for an 
expert. Bostwick v. U.S., CA-5, 
1/20/55. 


Tax Court rejects net worth computa- 
tion for not considering $79,000 in cash 
accumulated over many years. Taxpay- 
er’s records for his provision store were 
kept by a bookkeeper and returns were 
prepared from them by a CPA. The 
Commissioner determined deficiencies 
on the basis of unreported income, but 
at the trial, introduced only net worth 
computation. The court found that the 
taxpayer had met the burden of prov- 
ing the Commissioner’s determination 
false. Nevertheless, the net worth com- 
putation was not accepted. The court 
said it believed taxpayer's testimony 
that during his fifty years of business 
he had accumulated $79,000 in cash. 
Oscar L. Bowman, TCM 1955-14. 


Tax Court finding of deficiencies and 
fraud sustained; evidence is substantial. 
Taxpayer-farmer also retailed farm 
machinery but filed no return. The 
computation of defi- 
ciencies and fraud penalties was upheld 
by the Tax Court. The circuit court 
finds the evidence was substantial and 
supported findings of fact not clearly 


Commissioner's 


erroneous, and the taxpayer was 
obviously guilty of fraudulent tax 
evasion. Reasch v. Comm’r, CA-6, 


12/14/54. 
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OASI and IRS disagree on self-employment 


income from partnership 


SOCIAL SECURITY 

TION and the Internal Revenue Serv- 
ice are in sharp dispute as to what 
self-employment 
from a partnership under the following 
circumstances. So reports Michael D. 
Bachrach, a partner in the Pittsburgh 
accounting firm of Bachrach, Sander- 
beck & Co., and one of the editors of 
this journal. He writes us as follows: 

“A mercantile partnership has two 
partners, one active and one inactive. 
Under the partnership agreement the 
active partner is to receive a $3,000 
‘salary’ or ‘draw’ and the balance of 
the profits or losses are to be shared 
90% to the inactive partner and 10% 
to the active partner. 

“The partnership’s deductions exactly 
equal its income. In other words, there 
is no profit or loss before considering 
the active partner’s ‘draw.’ Because of 


T HE ADMINISTRA- 


constitutes income 


this draw, however, the partnership 
return shows a $3,000 distributive share 
to the active partner and a $3,000 ordi- 
nary loss to the inactive partner. The 
active partner picks up his $3,000 dis- 
tributive share in his individual income 
tax return and duly pays the tax 
thereon. 

“On these facts the IRS has ruled 
that the $3,000 distributive share based 
upon a drawing account from the part- 
nership is subject to self-employment 
tax under Sections 480 and 481 of the 
1939 Code even though the partnership 
as an entity has no taxable income. 

“The Social Security Administration, 
however, has ruled on the same set of 
facts that a partner cannot have self- 
employment income, for purposes of 
accumulating quarters of coverage, in 
excess of the taxable income of his part- 
nership. Thus the active partner in the 
above example is credited with no self- 
employment income. 

“As it now stands, the IRS will not 


refund this partner’s self-employment 
tax, and the Social Security Administra- 
tion will not give him credit for the 
self-employment income upon which his 
tax was based. We understand, how- 
ever, that this obvious inconsistency is 
now being reviewed in Washington and 
it will be interesting to note the final 
decision. 

“The same problem would appear to 
exist under the 1954 Code. Section 
707(c) provides that guaranteed pay- 
ments to a partner, those determined 
without regard to the partnership in- 
come, shall be considered as a saiary 
paid to an outsider but only for pur- 
poses relating to gross income and busi- 
ness expenses. There is no provision 
that such guaranteed payments shall 
constitute ‘net earnings from self-em- 
ployment.’ ” w 


Are social security benefits 
going still higher? 


BEFORE THE SOCIAL SECURITY AMEND- 
MENTS of 1954 passed both Houses of 
Congress, the following provision was 
added: 

“The Secretary shall conduct a full 
and complete study with a view to de- 
termining the feasibility of increasing 
the minimum old-age insurance benefit 
under title II of the Social Security Act 
to (1) $55 per month, (2) $60 per 
month, and (3) $75 per month. 

“Such study shall include (1) a de- 
tailed analysis of the estimated increase 
in cost, if any, involved in increasing 
such minimum benefit to each of the 
above referred to amounts, (2) esti- 
mates of the financial impact such in- 
crease would have upon the Old-Age 
and Survivors Insurance Trust Fund, 
and (3) an estimate of the amount, if 
any, by which federal grants to the 
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states for public assistance would be 
reduced by reason of such increase in 
minimum old-age insurance benefits. 
“The Secretary shall report to the 
Congress at the earliest practicable date 
the results of the study provided for by 
this section.” * 


Income from sale of unimproved lots 
through real estate agency is subject to 
self-employment tax. Taxpayer pur- 
chased a large tract of land which, at 
the time of purchase, he had no intent 
of subdividing. A few years later he 
subdivided the land, paved the streets, 
installed lights and water mains, etc. 
He constructed and sold several homes 
on the property but these sales were a 
loss. Accordingly he discontinued the 
building project and limited his inter- 
est to selling the remaining lots. These 
sales were conducted for him exclu- 
sively by a real estate firm and the tax- 
payer devoted none of his time thereto. 
The Commissioner determined that in- 
come resulting to the taxpayer from the 
sale of the land should be included in 
computing his net earnings from self- 
employment for purpose of the Self- 
Employment Contributions Act. The 
Commissioner reasoned that the income 
resulted from the “trade or business” of 
the taxpayer. He subdivided the land 
and never abandoned his intention of 
selling the lots though he chose to do 
so through a real estate agency. Rev. 
Rul. 55-49. 


Employees of farmer who merely haul 
feed to farm are not agricultural la- 
borers. Employees of a farm-owning 
corporation who feed and care for hogs, 
including unloading and processing 
kitchen waste for feed, are agricultural 
laborers and exempt from FICA, but 
employees of the farm-owning corpo- 
ration who collect and haul the kitchen 
waste to the farm are not. Rev. Rul. 
54-486. 


Services performed in the aerial dusting 
of crops is agricultural labor. Services 
performed by an employee of a firm 
engaged in aerial crop dusting and 
spraying constitutes agricultural labor 
as defined by the FICA, as amended, 
if performed on a farm. Services per- 
formed on non-farm property in connec- 
tion with the mixing and delivery of 
the sprays and other materials do not 
constitute agricultural labor. Rev. Rul. 
54-574. 
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TAX ASPECTS OF ESTATE PLANNING 


Estate & gift taxation 


OF INTEREST TO TAX PRACTIONERS 





Use of trust in connection with gifts 


to minors offers tax saving under new Code 


\ IFTS OF MONEY or securities to minor 

A children raised a serious dilemma 
under the old tax law. If the gifts were 
made outright, the property had to be 
invested to meet the legal requirements 
established by state law and could not 
thereafter be sold except by a legal 
guardian. On the other hand, if the 
gifts were made in trust they were 
generally subject, at least in part, to a 
gift tax and were thus denied the tax 
exclusion available to gifts made out- 
right. The Fiduciary Trust Co. of New 
York has explored this situation in light 
of the important changes made by the 
1954 Code, and issued a report out- 
lining how the gift-trust plan works. 
The following comments are based on 
the bank’s memorandum. 


The new tax law 

Beginning January 1, 1955, gifts of 
$3,000 by an individual and $6,000 by 
a married couple may be made in trust 
for each of any number of minors free 
of gift tax, provided the trust is irrevo- 
cable and the instrument provides that 
the income and principal: 

1. May be expended by, or for the 
benefit of, the child before his attaining 
the age of twenty-one years, and 

2. Will, to the extent not so ex- 
pended— 

a. Pass to the child at age twenty- 
one, and 

b. in the event the child dies be- 
fore attaining the age of twenty-one 
years, be payable to the child’s estate 
or as appointed by the child under a 
general power of appointment. 

Approximately $825 of income can 
also be free of income tax if maximum 
utilization is made of: 


The child’s personal exemption $600 


The standard deduction wo 
The trust’s own exemption 100 
The new dividend exclusion 50 


Total Available Deductions $825 


Some banks have developed a “sim- 
plified trust” whereby they can adminis- 
ter comparatively small trust funds at 


a reasonable cost by _investing in_a 
_ ee pee Generally a relative or 
riend acts as co-trustee. The individual 
trustee is in a position to exercise gen- 
eral supervision, but need have no 
duties other than to direct the disburse- 
ments of income and principal in the 


manner deemed for the best interests 
of the child. 


An example of what can be done 


Grandparents, by a series of tax-free 
annual gifts to a grandchild, create a 
trust fund of $25,000. It produces an 
estimated annual dividend income of 
$1,000 after trust expenses. If the 
trustee were to pay out $700 for the 
benefit of the child (who has no other 
taxable income), and sets aside $270 
for later payments, the federal tax 
would be only $30, payable by the trust. 


Use of income during minority 


The principal and income of the 
trust may be distributed during minority 
for the benefit of the child at the discre- 
tion of the individual co-trustee. If such 
trustee does not elect to make such dis- 
tribution, the income will be accumu- 
lated until the trust terminates at age 
twenty-one or the child’s earlier death. 

Allowing income to accumulate has 
great advantages if the primary purpose 
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is to build up a “nest egg” for the child, 
For example, if a trust can earn an 
average of 4% after taxes and expenses, 
over a twenty-year period, and $1,000 
is contributed each year, its value at 
the end of the period would amount to 
$32,182, assuming no appreciation or 
depreciation in the investments. 


Trust income taxable 


The income will be taxed depending 
on which of the following situations or 
combinations of them exists during any 
taxable year: 

1. If part or all of the income, to- 
gether with capital gains if any, is ac- 
cumulated, it will to that extent be tax- 
able to the trust as a separate entity. 
The trust’s exemption is $100. 

2. If the creator and the individual 
trustee are persons other than the person 
legally obligated to support the child, 
the income will be taxed to the child to 
the extent it is used for the child. The 
child is entitled to a $600 exemption 
and a standard deduction before being 
subject to any income tax. 

3. If the creator or the individual 
trustee is legally obligated to support 
the child, income used for the child 
will be taxable to the creator or the 
individual trustee as the case may be. 


Parent’s dependency deduction 


The parent will not lose the deduc- 
tion so long as the child is under nine- 
teen years of age if the parent continues 
to provide over half the child’s support 
during the year. Any trust income that 
is used for the child will be deemed to 
be provided by the parent if, and only 
if, the parent is the creator or the in- 
dividual trustee of the trust. 

When the child is nineteen or over, 
the parent will still not lose the de- 
duction if he continues to provide over 
half the child’s support during the year 
and either: 

1. The income that is taxable to the 
child is less than $600 per year (any 
trust income that is used for the child 
will be taxable to the child if the parent 
is not the creator or the individual 
trustee of the trust), or 

2. The child is for five months of the 
year either a full-time student at an 
educational institution or pursuing full- 
time on-the-farm training under the 
supervision of an educational institution 
or state agency. (Scholarships are not 
taken into account when determining 
whether or not a parent has provided 
over half the child’s support. ) 
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Other tax considerations 


Annual Exclusion—An_ individual may 
give away every year up to $3,000 
(married couples $6,000) to each of 
as many people as desired, without in- 
curring any liability for paying a gift 
tax. This is called the annual exclusion 
and is in addition to the lifetime exemp- 
tion. 


Lifetime Exemption—An individual may 
give away during his lifetime up to 
$30,000 (married couples $60,000 with- 
out payment of a gift tax. This may be 
done all in one year or from time to 
time, and applied to portions of annual 
gifts in excess of the annual exclusions. 


Reduction of Estate Taxes—In most 
cases, gifts which utilize the lifetime 
exemption or the annual exclusion are 
not taxable in the creator’s estate. To 
this extent the creator can reduce his 
estate taxes. 


Reduction of Income Taxes—In most 
cases, the tax rates applicable to the 
income produced by the trust will be 
lower than the rates the creator had 
previously been paying upon the same 
income before the property was placed 
in trust. 


What to give in trust 

Mutual fund shares are well adapted 
to trusts for children created to utilize 
the annual gift tax exemption. 

Annual gifts of $3,000, or $6,000 in 
the case of married couples, are not 
large enough to permit a diversified trust 
portfolio or individual investment super- 
vision. Shares of stock of a well-selected 
mutual fund will automatically supply 
the diversification and investment super- 
vision for such small trusts. 


Fiduciary charges 

The Fiduciary Trust Company makes 
a charge of three-tenths of 1% per an- 
num of the principal value of the trusts, 
with a minimum annual charge of $25 
for each of the first two years and $50 
per annum thereafter. In addition there 
is a charge of 1% on termination in 
whole or in part. w 


Gift tax under 1954 Code 


BITTER EXPERIENCE has long since 
taught us that it’s risky to recommend 
a book as being “elementary,” for like 
the old case of meat and poison, one 
man’s “elementary” is another man’s 
door to a new world of learning. 


The foregoing essay is prompted by 
our having just received a copy of 
George Craven’s The Gift Tax. This is 
the first in the new series of monographs 
published under the general title 
“Fundamentals of Federal Taxation,” 
edited by Robert Anthoine, published 
by the Practicing Law Institute. 

It is true that this discussion is “ele- 
mentary,” in that it starts at the ground 
and works up. Also in that it is clearly 
written—we'd even say written in a fine 
and beautiful clarity. In 106 pages of 
text, examples, and filled-in returns, Mr. 
Craven provides a good, solid picture 
of taxation of gifts. It would be our 
view that this (and other monographs 
to come) while probably indispensable 
to the beginning practitioner, must have 
great appeal for the mature practitioner 
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who has not happened to keep up with 
a particular area of taxation. We have 
always thought it useful, also, for the 
practitioner who knows his subject to 
use passages from books such as this 
to make clear a line of reasoning or 
state of facts for a client or other per- 
son who should understand the subject. 
This saves much wear and tear on the 
vocal cords and the _ stenographer’s 
nerves. < 
The new series of PLI monographs, 
now being rewritten to give effect to 
the 1954 Code, consists of 12 volumns. 
Subscription to all is $15; single copies 
are $2. This gift tax monograph is 106 
pages, but others vary with the subject. 
All are paper bound. They may be 
ordered from PLI at 20 Vesey Street, 
New York 7. * 








Decedent with power to change enjoy- 
ment of trust held grantor; trust in- 
cluded in her estate. Decedent-taxpayer 
was one of three trustees required by 
the terms of a trust to distribute corpus 
on her request. With this power to 
change the enjoyment of the property, 
the trust would be includible in her 
estate to the extent she was grantor. 
The court held that the taxpayer was 
the grantor. The trust had been cre- 
ated after the death of taxpayer’s hus- 
band. He had left most of his estate in 
another trust in which the taxpayer, as 
widow, had only an income interest. 
Prior to the expiration of the time dur- 
ing which she could elect against his 
will, she and two other beneficiaries of 
her husband’s trust agreed that if she 
as widow did so elect, all three bene- 
ficiaries would create a new trust out 
of part of the assets. While the tax- 
payer, by her own demand, had not 
received anything upon the termination 
of her husband’s trust, her right to 
elect against the will was consideration. 
One who furnishes consideration for 
the creation of a trust is a grantor. 
Natl Bank of Commerce of Portland 
(Harmon Estate) v. Clauson, DC 
Maine, 1/7/55. 


Valuation of stock sold by estate. De- 
ceased grantor set up a trust of real 
and personal property including 642 
shares of stock in a closely held corpo- 
ration. The decedent maintained the 
power to amend the trust, withdraw all 
or part of the estate, limit or divest the 


rights of beneficiaries or revoke the trust 
altogether. He had gratuitously agreed 
in 1945, to sell his son-in-law 50 shares 
of stock at $200 per share, and amended 
the trust instrument to authorize the 
trustee to do. so. The son-in-law, be- 
cause of the decedent’s powers in the 
trust and the gratuitous nature of the 
offer, never had an indefeasible right to 
purchase the stock and his acquisition 
of the stock after decedent’s death was 
testamentary in nature. Accordingly, the 
shares he purchased under the amend- 
ment are to be valued for estate tax pur- 
poses at the same price as the unsold 
share, i.e., the sales price of $550 per 
share and not the option price of $200. 
Estate of Hammond, TCM 1955-25. 


Assessed value of real estate corrected 
by city’s ratio to actual; pledge to char- 
ity not allowed as debt though Surro- 
gate did. On the estate tax return filed, 
real estate was reported at assessed 
value. On the basis of testimony by an 
expert of the ratio of assessed value to 
actual value for various types of prop- 
erty in Detroit, these values were cor- 
rected by the court. A pledge to give 
$1,000 to charity was not allowed be- 
cause the pledge was unenforceable. 
The Surrogate’s allowance of it was ir- 
relevant. No one had contested it there. 
Estate of Stanley T. Sochalski, TCM 
1955-19. 


Deduction for previously-taxed prop- 
erty can’t exceed previous net estate. 
Decedent was sole beneficiary of the 
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estate of his brother. Upon decedent’s 
death, assets of about $676,000 could 
be identified as having been part of 
the brother’s estate; this is the amount 
the estate claimed credit for. The Com- 
missioner allowed only $615,000, the 
brother’s net estate after debts, charges 
and Federal and Illinois taxes. The Tax 
Court reviewed the conflicting decision 
on this issue; it conceded the question 
was one of intent of Congress, but that 
there was no helpful legislative history. 
It concludes the intent was to exclude 
only the net estate without regard for 
whether taxes were paid out of the 
estate or by an affluent beneficiary out 
of his own funds. Further, the Illinois 
tax, though an inheritance tax, charges 
at the moment of death and reduces 
the legacy before it passes. That tax 
must also be deducted in computing 
the net estate. Roswell G. Ackley Es- 
tate, 23 TC No. 84. 


Gift of inherited land taxable, though 
will not probated within limited time. 
Taxpayer claimed refund of gift tax 
on transfer to a trust of property previ- 
ously held jointly with his wife. Her 
will left her interest to him; however, 
he did not probate the will within four 
years, which, under Texas law, defeated 
title to him. He claims he made a gift 
therefore of only his own interest. The 
court holds however that the gift was 
made prior to the expiration of the 
time for probate. The trustee had the 
right and duty to probate the will. 
That the trustee was the donor and did 
not probate does not destroy the com- 
pleted gift. Rodgers v. U.S., CA-5, 
1/25/55. 


Father's estate includes trusts set up 
by son; father’s “gifts” during life had 
escaped tax as consideration for trusts. 
The decedent had transferred prop- 
erty worth some $70,000 to his son. 
In gift tax proceedings it had been held 
that these transfers were in considera- 
tion of the creation by the son of trusts 
in which his mother had a life interest 
and decedent a contingent life interest. 
The decedent thus retained an interest 
for his life and since he was the real 
grantor to the extent the property came 
from him, the trusts are includible in 
his estate. Farmers ¢& Merchants Bank 
of Los Angeles (Hughes Estate) v. 
U.S., DC, Calif., 10/28/54. 


Estate does not include interest in trust. 
State court allowed none in trust ac- 
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counting. Decedent’s mother had a 
power of appointment over part of the 
corpus of a trust, which it so happened 
terminated some six months after de- 
cedent’s death. The mother had, in 
1932, exercised the power so that de- 
cedent would have received a share of 
the corpus had he survived to the ter- 
mination. Upon accounting in the Or- 
phans Court in Pennsylvania, none of 
the income of the trust after decedent’s 
death was allocated to his estate. The 
Commissioner however asserted that 
the attempted exercise of the power by 
decedent’s mother was invalid as pro- 
viding for a prohibited accumulation 
and the decedent’s estate should have 
received income for the six-month pe- 
riod. The Tax Court said that it was 
bound by the finding of the state court, 
but that in any event, the court was 
right. Sergeant Price Martin Estate, 23 
TC No. 94. 
| 

Insurance proceeds includible in dece- 
dent’s estate in proportion to his con- 
tiibutions to trust for payment of pre- 
miums. Decedent's wife took out an in- 
surance policy on his life which she 
transferred to a trust together with cer- 
tain securities. Decedent and his wife 
subsequently made additional transfers 
of cash or securities to the trust. Trust 
income was to pay insurance premiums, 
any excess to be paid the wife for her 
life. She had the right to alter, amend, 
or revoke the trust with the consent of 
the decedent and their daughter. The 
decedent died in 1948 and the insur- 
ance proceeds were paid to the trust. 
None of the securities originally con- 
tributed were then in the trust. The Tax 
Court finds that the decedent had no 
incidents of ownership in the policy at 
his death and it holds that the insurance 
proceeds are includible in his estate 
only in so far as the trust income used 
to pay the premiums was attributable 
to trust assets contributed by the dece- 
dent. Decedent made no transfer of the 
policy in contemplation of death or 
otherwise, since he never owned the 
policy. The policy was taken out by his 
wife and transferred by her to the 
trustee. Although the income from as- 
sets contributed by the wife at all times 
was sufficient to pay the premiums, this 
could not be forseen by the decedent 
when he himself transferred assets to 
the trust; and there was no evidence 
that the trustee segregated income ac- 
cording to the donor of the asset. Con- 
versely, there is no evidence that dece- 


dent’s contributions were intended for 
the purchase of insurance, and he there- 
fore cannot be said to have paid the 
premiums indirectly. Thus, there should 
be included in his estate that percent- 
age of the total assets in the trust at 
death which the original contributions 
made by decedent bear to the total cash 
and securities originally transferred by 
decedent and his wife. Estate of Miran 
Karagheusian, 23 TC No. 102. 


Trust-income beneficiary taxable on 
share from mortgage salvage operation 
in year of sale. Taxpayer was income 
beneficiary of a trust which held mort- 
gages. In 1934, the trustee foreclosed 
one mortgage and operated the prop- 
erty until 1945, when he sold. it. In ac- 
cordance with a New York statute the 
proceeds of sale (cash and _ bonds) 
were divided between corpus and in- 
come. The taxpayer argued that the 
income was taxable over the period 
from 1934 to 1945 (it had filed 
amended return on this theory) or 1946, 
when the Surrogate approved the trus- 
tee’s allocation. The Tax Court holds 
the income was not currently distribut- 
able until the sale in 1945. Accrual 
could not be postponed. It was irrele- 
vant that the taxpayer died in the year 
of the sale and the trust terminated. 
Robert L. Dula Estate, 23 TC No. 85. 


10-year assignment of trust income by 
beneficiary may shift tax to assignee. 
Ordinarily when the income beneficiary 
of a trust gives his consent, under the 
terms of the trust, to the payment of 
part of the income to another, the 
beneficiary will remain taxable on all 
the income because he does not part 
with a substantial interest in the prop- 
erty. However, if he makes an assign- 
ment of income for not less than ten 
years, the income will be taxable to the 
assignee if the assignment is not in 
payment of a debt of the assignor or 
made under other circumstances, mak- 
ing the income taxable to the assignor. 
The position of the assignor is anal- 
ogous to that of the grantor of a trust 
and similar principles apply. Rev. Rul. 


55-38. 


Interest on state inheritance tax credit. 
Where an allowance of credit for state 
inheritance taxes is made after a final 
determination of the federal estate tax 
liability, the refund attributable to the 
allowance of such credit does not bear 
interest. Rev. Rul. 55-69. 
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MANAGEMENT OF THE 


ofessional 


tax practice 


AND PROFESSIONAL AFFAIRS OF LAWYERS & ACCOUNTANTS 





Reed bill to govern tax practice is 


reintroduced; would not “change anything”’ 


R™. REED says his bill (HR 1601) 

to authorize the Secretary of the 
Treasury to prescribe regulations 
governing qualifications of tax practi- 
tioners would not be a change, but 
would rather clarify a well-established 
rule which is being confused by local 
courts. Mr. Reed made the following 
observations about the effect of his bill 
recently: 

“I have reintroduced in the present 
Congress a bill which I first offered last 
summer to clarify and extend the au- 
thority of the Treasury Department to 
regulate the practice of lawyers, certi- 
fied public accountants, and others who 
assist the public in the determination of 
federal tax liabilities, preparation of tax 
returns, and in the settlement of cases 
in dispute with the Internal Revenue 
Service. 

“Apparently there has been some 
misunderstanding about the nature and 
purpose of this bill. It would not change 
anything. It would merely clarify and 
reaffirm what is actually going on, and 
has been going on for 40 years, in the 
field of federal tax practice. Such clari- 
fication and reaffirmation are necessary 
because local courts have at- 
tempted to change the established prac- 
tice by holding that certain phases of 
federal income tax practice, which have 
normally been handled by accountants, 
should not become the exclusive prop- 
erty of lawyers. 

“The principal purpose of my bill is 
to affirm the authority of the Secretary 
of the Treasury to regulate federal tax 
practice. The bill would also reathrm 
the intent of Congress, as expressed in 
the Revenue Act of 1942, that federal 
tax practice should not be restricted to 
the members of any single calling or 
profession. This policy is as sound to- 
day as it was 13 years ago. 

“The proposed legislation would not 


only 


grant to anyone any rights or privileges 
he does not have today. But its enact- 
ment would help clarify a situation 
which has become needlessly confused 
in recent years.” w 


Much new tax legislation 
has non-revenue objectives 


TAX PRACTITIONERS sometimes think of 
taxation in the United States as solely 
a revenue-producing operation. And 
they let their thinking about how our 
tax system works run along this line. It 
takes only a quick look at the legislative 
hopper to see the many purposes other 
than revenue which appear behind new 
legislation introduced. Look, for ex- 
ample, at this batch of bills recently 
introduced in Congress. They are se- 
lected at random. 

Jury duty. Rep. Klien of New York 
has introduced a bill to provide a tax 
deduction for loss of wages suffered by 
reason of call to jury duty. 

Local government financing. HR 3722 
would permit investment trusts to pass 
along to their stockholders the tax 
exemption granted them on securities 
of local governments. This is intended 
to make it easier for small and unknown 
local governments to borrow to finance 
public works. 

Charities. HR 3776 would allow un- 
limited charitable deductions. 

Working parents. HR 31/63 would 
extend deduction for parents of amounts 
paid for child care while parents are 
working. 

Handicapped. HR 3765 _ provides 
additional exemption for physically 
handicapped persons, and HR 3766 
grants additional exemption for tax- 
payers supporting a handicapped per- 
son. 

Homes. HR 3131 would provide a 
deduction from gross income for de- 
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preciation of property owned and oc- 
cupied by taxpayer. 

Unfair competition. HR 3117 would 
deny deduction for payments by a com- 
mercial organization to a state or local 
government for the use of property 
acquired or improved by that govern- 
ment through use of industrial develop- 
ment bonds. 

Puerto Rico. HR 2964 would deter 
corporations shifting operations to 
Puerto Rico to escape U.S. taxes. 

Small business. HR 2966 would as- 
sist small business by increasing exemp- 
tion from surtax. 

Education. HR 2019 would allow a 
tax deduction for certain educational 
expenses. 

Servicemen. HR 2020 would exempt 
from taxation interest received from 
loans guaranteed under the Service- 
men’s Readjustment Act of 1944, 

Air pollution. HR 2016 would allow 
a deduction for amortization of the 
cost of devices for collecting atmos- 
pheric contaminants. 


Many revenue bills also 


In addition to bills such as the fore- 
going, there were, of course, many bills 
introduced which had as their primary 
purpose the raising of revenue or the 
amending of some technical aspect of 
the revenue law. But for anyone who 
wonders how our tax system gets the 
way it is, consider the many purposes 
sought to be accomplished by taxation. 
If the power to tax is the power to 
destroy, so also is it the power to re- 


form. bd 


Gornick elected president 
of Tax Institute 


ALAN L. GORNICK, tax counsel and di- 
rector of the office of tax affairs of the 
Ford Motor Co., has been elected presi- 
dent of the Tax Institute, Inc., Prince- 
ton, N.J. 

Mr. Gornick, a graduate of Columbia 
University, was a partner in the New 
York law firm of Milbank, Tweed, 
Hope and Hadley before joining Ford 
in 1947. He is author of several books 
and has been active in taxation studies. 

Joseph S. Martel, the editor of this 
Journal’s State and Local Taxation de- 
partment and vice-president of McKes- 
son and Robbins, was elected to a 3- 
year term on the Institute’s Advisory 
Council. 

In addition to the new officers, the 
Tax Institute also announced the elec- 
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tion of six members to its Board of Di- 
rectors and 15 recipients of three-year 
terms on the Advisory Council. 

New members of the Board of Direc- 
tors are: Stanley J. Bowers, tax commis- 
sioner of Ohio; Kenneth W. Gemmill, 
attorney, Philadelphia; Allen J. Good- 
rich, New York commissioner of taxation 
and finance; Joseph D. Hughes, general 
counsel, T. Mellon and Sons; George 
S. Koch, head of tax department, 
Standard Oil Company (N.J.); and 
Paul J. Strayer, Princeton University. 


New help for study of 
tax legislative history 


WE VE HAD More than the usual amount 
of income tax legislative history thrown 
in our faces these last few months: a 
natural concommitant of a period of 
stress and uncertainty in tax law. With 
this fresh in our minds we can appreci- 
ate the magnitude of J. S. Seidman’s 
new 3,000-page guide book! to the 
legislative history of the income tax 
(and EPT) since 1939. Knowledgeable 
use of the legislative history is, of 
course, the mark of the sophisticated 
tax man. Perhaps this is so because in 
the past, comprehensive study of such 
background has been too often an ex- 
ceedingly difficult task. No little part of 
this difficulty has been getting hold of 
the material needed; House and Senate 
committee reports are bad enough, but 
where are all the references to debate 
on the floor, the story of legislation not 
passed? 

As Seidman says in his Preface “ 

The sole or clinching argument in many 
a tax case and the sustaining basis for 
many a ruling have been provided by 
an explanation of the law made during 
its course through Congress. What is 
‘more, I am convinced that many a de- 
cision or ruling would have gone along 
different channels, or controversy might 
never have arisen in the first place, had 
the Congressional intent, as manifested 
by the entire legislative history of the 
provision in question, been brought to 
the notice of the judicial or administra- 
tive bodies.” 

This new 2-volume work is arranged 
consecutively by section numbers. It 
contains page references to earlier vol- 
umes, so that the tax man can trace a 
question back to the very beginning of 


1 Seidman’s Legislative History of Federal In- 
come and Excess Profits Tax Laws: 1953-1939, 
by J. S. Seidman. Prentice-Hall, Inc., New York, 
1954. 3010 pages, two volumes. $50. 
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legislative consideration of that subject. 
This includes legislation not passed as 
well as that passed. This arrangement 
should open a whole new field of prac- 
tical, everyday use of the legislative 
history by tax men who have not the 
time and resources to do scholarly 
research. 

One editorial device used in prepar- 
ing this work which will probably save 
the user a lot of time (though it takes a 
little getting used to) is the quotation 
of only that part of a document or de- 
bate which bears on the point in ques- 
tion; sometimes this will be only a few 
words. It does eliminate reading much 
null surrounding matter. Parlimentary 
formalities have been eliminated so 
that only substance remains. As with 
any tax service, some feel of the system 
is necessary to use the books easily; it 
gets easier with repeated use. 

Mr. Seidman has long been active in 
tax legislation. He appeared frequently 
in one negotiation or another during the 
formulation of the 1954 Code. His 
earlier works on legislative history are 
well known (Legislative History of 
Federal Income Tax Laws: 1938-1861, 
Legislative History of Excess Profits 
Tax Laws: 1946-1917.) While it is 
true that he draws on his partners in 
Seidman & Seidman for assistance in 
these works, it must be one of the minor 
mysteries how one man can do so much 
so well: be president of a major So- 
ciety (New York CPAs), chairman of 
a major national committee (federal 
tax committee of American Institute of 
Accountants), practitioner (his is a 
large firm), have large interests outside 
accounting and taxation (many Broad- 
way stage hits would probably not 
have seen the light of day without his 
assistance), in addition to which he is 
a member of the Commissioner’s Advi- 
sory Committee. 

All tax must appreciate Mr. 
Seidman’s opening sentence: 


men 


“Our federal income and excess 
profits tax laws are far from clear!” 


Ethics of sending returns 
out to be reproduced 


WITH THE WIDESPREAD and growing use 
of duplication processes to prepare tax 
returns, some question arises as to the 
propriety of the tax practitioner’s send- 
ing the client’s data to a print shop 
to be processed. Many tax offices have 
their own duplicating equipment. Here, 


of course, no question arises. However, 
many smaller offices which do not desire 
to purchase the equipment themselves 
will prepare the master copies in their 
own offices, and send them out to a 
print shop to be duplicated. So the 
question: is a confidence being violated 
by so doing? 

The chairman of the New York 
Society of CPA’s Committee on Pro- 
fessional Conduct, Edward F. McCor- 
mack, has recently made public the 
individual opinions of the members of 
that committee on this matter. Four 
committee members expressed the feel- 
ing that prior consent of the client was 
essential to comply with Rule 8 of the 
Society’s Rules of Professional Conduct. 
Three felt consent unnecessary pro- 
vided the agency selected to reproduce 
the returns was a reputable and re- 
sponsible organization. Two committee 
members thought that consent would 
not be required if the work were per- 
formed under the supervision of a rep- 
resentative of the CPA. One member 
suggested that the return to be repro- 
duced omit any individual identifica- 
tion, which information could be added 
after the original and reproduction 
were returned to the practitioner. 

Mr. McCormack expressed his own 
views as follows: The certified public 
accountant who uses an outside agency 
to reproduce clients’ tax returns with- 
out notice to the client is taking a 
calculated risk and places himself in a 
vulnerable position. * 


Stiffer CPA exam in 
income-tax practice urged 


THE BEST INTERESTS of the accounting 
profession demand that the uniform 
CPA examination eliminate any would- 
be CPA without adequate knowledge of 
federal income tax practice, says James 
B. Bowers of the University of Wiscon- 
sin, writing in the Accounting Review. 
To accomplish this, he makes these 
suggestions. 

Income tax practice is an integral 
part of the profession of accountancy. 
Competence in income tax practice is 
essential if accountants are to lead the 
way in tax service to the public. 

The uniform CPA examination should 
be expanded to make adequate provi- 
sion for testing knowledge of federal 
income tax practice. A four-hour section 
devoted exclusively to this subject is 
not out of line with its importance. Such 
an examination is necessary for the 
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protection of the public by providing 
practitioners with proper tax training. 

An examination in income tax prac- 
tice should be realistic. Nothing can be 
gained by having candidates memorize 
tax rates or detail tax rules. At least a 
portion of the examination could be 
given under field conditions—that is to 
the candidate should be able to 
use a standard one-volume income tax 
service in answering questions or pre- 
paring returns. The ability to use stand- 
ard tax services is essential to any in- 
come tax practitioner. 

Boards of Accountancy in states hav- 
ing income tax laws should be encour- 
aged to require candidates to pass a 
one- or two-hour examination on state 
income taxes, in addition to the uniform 
examination. * 
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Penna. tax institute May 22 


THE NINTH ANNUAL Pennsylvania Tax 
Institute will be held at the Nittany 
Lion Inn, on the campus of Pennsyl- 
State University, May 22-24, 
1955. The theme of the conference will 
be “The New Revenue Code in Action.” 

The Pennsylvania Tax Institute is an 
important annual seminar on taxation. 
Noted tax practitioners conduct the 
two-day sessions which include round 
tables devoted to tax problems of spe- 
cific industries. 


vania 


Information concerning registration 
be obtained from T. Reed Fer- 
Administrative Head, General 
Extension Division, Pennsylvania State 


University, State College, Pa. bas 
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Cost of accounting practice not subject 
to depreciation. Taxpayer purchased an 
accounting practice. The contract in- 
cluded the seller's convenant not to 
compete for 5 years and his promise of 
assistance in retaining specified clients. 
Taxpayer agreed to pay a flat price plus 
a percentage of fees received from the 
specified clients. The taxpayer was not 
allowed to depreciate the purchase price 
because the contract transferred con- 
siderable good will (which cannot be 
depreciated or amortized) and it was 
not possible to allocate the considera- 
tion to any specific element. The per- 
payments, which taxpayer 
claimed to be in the nature of commis- 
sions, were not deductible as a business 
expense for failure of proof. Jacques L. 
Ach. TCM 1954-244. 
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WITH NEW DECISIONS 


Survey shows EPT doesn’t 
depress business activity 


THE FOLKLORE OF OUR TIMEs has it that 
the excess profits tax depresses business, 
interferes with new purchases, and 
puts a brake on expansion. Apparently 
this isn’t altogether so. According to a 
survey made by James E. Dugan and 
Reuben A. Zubrow (who are associate 
professors of economics at the Univer- 
sity of Colorado) EPT’s bark is worse 
than its bite. 

In 1953 the professors sent question- 
naires to 1,000 representative companies 
selected at random from Moody’s. The 
190 usable replies produced the follow- 
ing answers (quoted from the National 
Tax Journal): 


Expenditures—Did the EPT affect the 
level of expenditures on new plant and 
equipment during the period of 1950- 
1952? 

Perhaps the most important single 
finding on this question is that 60% of 
the responding firms, or 111 of the 186 
which replied, stated that the imposi- 
tion of the excess profits tax during the 
Korean War period had no effect upon 
the level of their investment expendi- 
tures on new plant and equipment. In 
contrast, only 37% reported decreased 
expenditures; while 3% stated that the 
tax actually induced increased expendi- 
tures. 


Financing—Did the EPT affect the 
method of financing plant and equip- 
ment expenditures during the period of 
1950-1952? 

In response to this question more 
than three-fourths of the firms, or 144 
of the 185 which replied, stated the tax 
did not influence their manner of financ- 
ing plant and equipment expenditures 
made during the period of the Korean 
War. 


Future expenditures—Will the expira- 
tion of the EPT affect the level of 
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NEW DEVELOPMENTS IN 


Exeess profits taxation 





planned plant and equipment expendi- 
tures for 1954? 

The replies to this question indicate 
that the anticipated effect of the expira- 
tion of the tax on the level of planned 
investment was less than the 
reported effect of the actual imposition 
of the tax. More than 73% of the firms, 
127 of the 173 respondents, said the 
impending termination would exert no 
influence upon their planned investment 
for 1954, in contrast to the 60% that 
said the tax had no effect upon such 
spending in 1950-1952. It appears that 
businessmen considered being relieved 
of the tax less significant than its im- 
position. 


even 


Future financing—Will the expiration of 
the EPT affect the method of financing 
planned plant and equipment expendi- 
tures for 1954? 

In reply to this question 82%, or 145 
of the 177 respondents, said the expira- 
tion of EPT would not influence their 
manner of financing planned capital 
expenditures in 1954. This is the highest 
“no effect” response to any of the four 
major questions raised with regard to 
investment policy. It is quite apparent 
that on the basis of these replies, relief 
from this type of tax burden should 
have only a negligible effect in this 
area of managerial decision-making. 

We are sure many business men will 
regard any intimation that the EPT is 
not every bit as bad as they say it is 
will be regarded as Communist propa- 
ganda. Nevertheless this is a piece of 
evidence to put into the scales of judg- 
ment. * 





New decisions 


Supreme Court holds that interest on 
EPT deficiency not abated retroactively 
by Sec. 722 Relief. The issue in the two 
cases joined here is the same. Excess 
profits tax deficiencies and interest were 
assessed against taxpayers for 1940- 
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1945 while applications for Sec. 722 
relief were pending. Relief was subse- 
quently granted and the deficiencies 
partly or wholly abated. The Commis- 
sioner nevertheless assessed the full 
amount of interest charges based on 
the original deficiencies. Taxpayers sued 
for refund of interest on the amounts 
of the deficiencies extinguished by Sec. 
722 relief. The Supreme Court denies 
recovery. Sec. 722 replaces the old 
computation currently and not retroac- 
tively. The government having been 
denied the use of the sum abated up 
to the time Sec. 722 relief was granted, 
is entitled to interest for the loss of 
such use. Reed and Douglas dissent. 
U.S. v. Koppers Co.; Premier Oil Re- 
fining Co. v. U.S., SCUS, 1/31/55. 


Interest on EPT and income tax sepa- 
rately computed. (Certiorari denied.) 
The taxpayer had attempted to use the 
base period income method in comput- 
ing its excess profits tax for 1942 and 
1943 rather than the invested capital 
method because in either case it was 
subject to the 80% limitation and the 
lower credit under the income method 
gave it the higher post-war refund. The 
circuit court held that under Sec. 712, 
the taxpayer had no unrestricted right 
to elect the method of computation, it 
being mandatory to use the formula re- 
sulting in the lower tax. The Commis- 
sioner, in recalculating the credit under 
the invested capital basis determined a 
deficiency in excess profits tax and an 
over-assessment of income tax. It was 
proper for him to impose a net interest 
liability for offsetting excess profit tax 
overpayment and income tax deficiency 
since the deficiency occurred on March 
15 of each year and the overpayment 
on December 15 (by reason of install- 
ment tax payments). Babcock & Wilcox 
‘Co. v. Pedrick, CA-2, 


V denied 
2/7/55. 


cert. 


Start of period for filing 722 claim. 
(Acquiescence.) Ordinary claims for 
refund for years prior to 1941 had to 
be filed within three years of the filing 
of the return. In 1942, Sec. 322 was 
changed to three years from the due 
date to encourage early filing. The Tax 
Court holds that when, in 1943, Con- 
gress provided that the limitations in 
Sec. 322 should also apply to 722 
claims, the intent was to have the rule 
of the Sec. 322 as it was in 1943 apply 
to 722 claims for all years. Hence a 
722 claim filed for 1941 within 3 years 
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of the due date of the 1941 return was 
timely. Central Outdoor Advertising 
Co., Inc. 22 TC 549. acq. IRB 1955- 
4, 6. 


772 relief allowed for cost-saving 
machines as operating change in base 
period; also for change in capital. Tax- 
payer was a kraft paper mill in Louis- 
iana. The Court finds that the industry 
was not depressed during the base pe- 
riod. The expansion was not extraordi- 
nary and was in step with over-all in- 
dustrial production. The installation of 
a new type of refiner and dehydrator 
actually made during the base period 
did not increase capacity but since it 
reduced the requirements for chemicals 
and electricity, it did represent a change 
in method of operation. The Court 
made correction of base period income 
to reflect what would have been the 
lower costs in the base period had the 
new equipment been in operation the 
full time. Recomputation made also to 
reflect reduction of borrowings. Brown 
Paper Mill Company, 23 TC No. 9. 


Undistributed 1936-1937 profits tax 
paid in 1941 reduces base period in- 
come. Although the undistributed profits 
tax for 1936 and 1937 was not paid 
until 1941 when a controversy was 
settled, this item is properly included 
in base period income as it is specifi- 
cally required by the statute that taxes 
be deducted in the year for which pay- 
able. Brown Paper Mill Company, 23 
TC No. 9. 


Profits on retirement of own bonds not 
includible in excess profits income. The 
taxpayer contended profits it realized 
in 1944-45 on retirement of its own 
bonds by purchase were not includible 
in excess profits tax income. The Tax 
Court sustained him holding they were 
excludible under the Excess Profits 
Act. Ambassador Hotel Company of 
Los Angeles, 22 TC No. 22. 


Entire interest deductible in years no 
excess profits credits computed or al- 
lowed. In computing the unused excess 
profits credit carryover to 1943, tax- 
payer omitted the 1940 operating loss. 
In determining the loss taxpayer had 
used the entire interest deduction and 
Commissioner contended that only one- 
half of the interest charges in the year 
1940 should be used to determine the 
1940 loss. The Tax Court held that 
since taxpayer did not use the operating 


loss Commissioner’s contention was un- 
important, but regardless, no adjust- 
ment of interest deduction was neces- 
sary. The entire interest was deduc- 
tible as no excess profits credit was 
computed or allowed for 1940. (Fol- 
lowing North Star Woolen Co., 22 TC 
No. 154 and Flory Milling Co., 21 TC 
432.) Ambassador Hotel Company of 
Los Angeles, 23 TC No. 22. 


Subcontract is exempt from Vinson Act 
if prime contract is exempt. In 1946 
taxpayer entered into subcontracts 
under a prime contract executed in 
1945. The prime contract was exempt 
from the Vinson Act provisions limiting 
profit. The Tax Court held the sub- 
contracts were also exempt even though 
they were entered into after the ex- 


piration of the Excess Profits Act. 
Aluminum Co. of America, 23 TC 
No. 27. 


Unused EPT credit of component is 
not available to acquiring corporation. 
The IRS holds that an unused excess 
profits credit of a component is not 
available in computing the average base 
period net income of the acquiring 
corporation, nor can it be deducted (as 
is its own credit) from EPT net income. 
Rev. Rul. 54-520. 


722 relief denied for failure to include 
capital ratio changes in claim. Since a 
change in capital ratio is a specific 
qualifying change in character of the 
business, as set out in the Code, relief 
can be allowed only if it was claimed 
by September 1943. Data on the sub- 
ject cannot be admitted as merely ampli- 
fication of a claim of change. Brown 
Paper Mill Company, 23 TC No. 9. 


Vinson-Trammell act not applicable to 
subcontracts under exempt contract. 
The Vinson-Trammell Act, limiting 
profit on construction contracts for ships 
and aircraft, was not applicable to con- 
tracts entered into in a year to which 
the ordinary excess profits tax was ap- 
plicable. The court holds that sub- 
coritracts under such exempt contracts 
are exempt even though they were 
entered into in a year to which EPT 
did not apply. Chicago Pneumatic Tool, 
TCM 1954-195. 


Under W.W. II EPT, must show ab- 
normal deductions not tied to change 
in income or other deductions. The IRS 
rules that the Iron Fireman (5 TC 42) 








and L 
unde! 
1950- 
taxpa 
back 
riod : 
that 
chan: 
in tk 
volve 
in t 
norn 
caus 
chan 


Rev. 


Disc 
carr 
pore 
asse 
ratic 
nes: 
to 
ben 
trac 
per 
any 
194 
era 


Co. 


72: 
res 
pa 
for 
ev 
no 
jec 
th: 
in 
ba 
In 





Act 
46 
cts 

in 
ipt 
ng 
ib- 
gh 


ct, 











and Denman Tire (14 TC 706), decided 
under the 1941-1945 EPT, apply to the 
1950-1954 EPT. In both those cases, 
taxpayers were denied the right to add 
back abnormal deductions to base pe- 
riod income because they did not prove 
that the deductions were not due to 
changes in income or other deductions 
in the base period. The principle in- 
volved is not changed by the provision 
in the 1950-1954 EPT that the ab- 
normality must be shown not to be a 
cause or consequence of a “substantial” 
change in income or other deductions. 


Rev. Rul. 54-585. 


Discontinuance of business bars credit 
carryback to prior years. Taxpayer cor- 
poration, in 1946, transferred all its 
assets and liabilities to a related corpo- 
ration and ceased to operate its busi- 
ness. It remained in existence, however, 
to enable the purchaser to derive the 
benefit of certain non-assignable con- 
tracts and claims. The taxpayer was not 
permitted to carryback to 1944-1945 
any unused excess profits credit for 
1946, the year in which it did not op- 
erate. American Well & Prospecting 
Co., 23 TC No. 61. 

{ 
722 relief given by eliminating heavy 
research costs on new product. Tax- 
payer introduced a new type of bearing 
for steel rolling mills in 1932. How- 
ever, there were many defects of design 
not cured until 1941. The court re- 
the Commissioner’s contention 
that the change in business took place 
in 1932, and agreed that during the 
base period the change was continuing. 
In reconstruction, it refused to increase 
sales, saying that that depended on the 
state of the steel industry. It did elimi- 
nate experimentation and 
manufacturing costs. Morgan Construc- 
tion Co., 23 TC No. 36. 


jected 


excessive 


1928 transfers were tax free; taxpayer's 
invested capital includes predecessor's 
basis, not 1928 value. The Second Cir- 
cuit agrees with the Tax Court that tax- 
payer’s acquisition of the assets of the 
old corporation, through its directors, is 
tax-free. These were merely procedural 
steps which together, made one trans- 
action. Nor was the acquisition of as- 
sets of the old corporation for common 
stock affected by the contemporaneous 
of certain patents from 
others for more common stock. These 
were two separate transactions, each of 
which met the Code requirements in 


acquisition 


1928. Bard Parker Co. v. Comm’r., 
CA-2, 12/6/54. 


“New” corporation must add back in- 
terest expense on borrowed capital. A 
corporation which qualifies as new may 
compute its base period income at an 
industry rate of return on its assets 
during the base period. In computing 
its e. p. taxable income, it must add back 
the interest on borrowed capital in- 
cluded in its capital additions. Rev. 


Rul. 54-534. 


Corporation sold with 722 claim to in- 
crease price; sellers didn’t prove dam- 
age when claims offset by buyer. Ward 
and Trimble, each owned one half of 
the stock of Harturn which they sold 
to Flex-O-Tube while Harturn’s 722 
claim for excess profits tax refund of 
$92,000 was pending. As part of the 
price, it was agreed that Ward and 
Trimble would get the benefit of any 
such refund. Renegotiation proceedings 
were also under way at the time of 
sale. The EPT claims were denied ad- 
ministratively and appeal was taken to 
the EPT Council. On renegotiation, the 
liability was determined at about $97,- 
000. 

In 1949, Harturn and the govern- 
ment agreed that any refund of EPT 
would be offset against the net due the 
government for renegotiation and the 
liability of renegotiation was settled for 
$6,000 cash. Ward and Trimble sued 
in unjust enrichment for the value of 
the EPT claim. The District Court held 
that Ward and Trimble, in suing, did 
not show that the setoff (to which the 
government was entitled) was at their 
expense, nor did they show the value of 
the EPT claims. The Circuit Court up- 
held the District Court. Ward, Trimble 
v. Flex-O-Tube Co., Harturn, Inc., 
CA-6, 10/8/54 


Relief allowed to auto part supplier 
who lost 70% of sales in 1937 design 
shift. Taxpayer business was largely 
the manufacture, by mass production 
methods, of mechanical brakes and ad- 
justable windshields for Ford and 
Chrysler. In 1937, both unexpectedly 
decided to use other types in 1938. 
1938 income was low while taxpayer 
sought other products. Income was re- 
constructed on the theory that its base 
period income would otherwise have 
fluctuated with the activity of auto 
manufacturers. Amsworth Mfg. Corp., 


23 TC No. 45. 





Miscellaneous new decisions + 255 
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No extra transfer tax on NYSE regular 
purchase plan. Under the New York 
Stock Exchange plan, an investor may 
make regular monthly or quarterly pay- 
ments, which are used to buy whole 
and fractional shares of the issue speci- 
fied. The odd-lot dealer who handles 
the purchase holds the shares as custo- 
dian. There is, as usual, a transfer tax 
on the sale by the odd-lot dealer to the 
investor. Since there would be no addi- 
tional transfer tax if the shares were 
actually transferred to the investor and 
by him to the odd-lot dealer as custo- 
dian, there is no additional tax due 
when this procedure is short cut and the 
share and fractions are held by the 
dealer as custodian and never trans- 
ferred to the investor. Rev. Rul. 55-51. 


No admissions tax on books of tickets 
to various amusements. Upon the sale 
of a book of tickets of admission to vari- 
ous places of amusement, the company 
selling the book retains the entire pro- 
ceeds and the various places admitting 
the purchaser receive no part of it. 
Then the payment for the booklet is 
not for admission and no tax is due. 


Rev. Rul. 55-50. 


Tax on debentures not applicable to 15- 
year loan by insurance company. The 
taxpayer borrowed $1 million from one 
insurance company and $3 million from 
another. In form, they were simple non- 
negotiable promissory notes. 
Conditions for the protection of the in- 
surance company were covered in a 
separate agreement. The court 
that there has been much litigation on 
the application of the tax on corporate 
securities to financing of this kind. The 
statute, being unclear, it holds the tax 
inapplicable. If Congress desires to tax 
such issues, the remedy is legislative. 
Leslie Salt Company, U.S. v. CA-9, 
12/16/54. 


15-year 


notes 


Old transfer tax regulations continue to 
apply. Despite differences in the word- 
ing, no substantive changes have been 
made in the tax on transfers of capital 
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stock. The old regulations should be 
applied until new ones are issued. Rev. 


Rul. 55-46. 


Community Center with free bowling 
alleys subject to tax on their use. The 
Code imposes a tax of $20 a year for 
each bowling alley, billiard table or 
pool table, except free ones in private 
homes, hospitals, and on U.S. Armed 
It follows that a com- 
is taxable even though 


Rev. Rul. 54-617. 


Forces property. 
munity center 


it charges no fee. 


Transportation tax due on charges for 
vacation and sick pay. The tax on trans- 
portation of property applies to a sepa- 
rate charge made by a motor carrier to 
a shipper for vacation pay of the car- 
riers drivers and helpers and to a 
separate charge for manpower to load 
the shipper’s property on the trucks 
the night before the property is trans- 
ported by the carrier. Rev. Rul. 54-491. 


Premium paid for candy business not a 
loss when rationing ends. Taxpayer at- 
tempted to allocate part of the pur- 
chase price of candy manufacturing 
company to the right to obtain sugar 
during government rationing program. 
He claimed loss of that cost suffered at 
the termination of rationing. The court 
held that that part of the purchase price 
allocable to the right to sugar was in 
effect part of the price to enter a mon- 
opoly statute and 
thus analogous to capital outlay. Upon 
termination of rationing taxpayer lost 
an opportunity, but not property or 
useful value. Chase Candy Co. U.S. v., 
CtCl, 30/54. 

. 
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| CLASSIFIED 
ADVERTISING 


POSITIONS WANTED 


Tax attorney and CPA, New York, 9 years 
Revenue agent and technical adviser, 4 
years public accounting. Candidate for 
LLM degree in taxation; seeks position or 
association involving tax work. Age 35. 
Will relocate. Box 425. 


HELP WANTED 


Future partner wanted. Up-state New York 
CPA firm wants CPA lawyer or equivalent, 
28-30 years, personable, who can assume 
responsibilities in progressive, diversified 
practice. About $8,000 to start, depending 
on qualifications. Box 424. 

Tax supervisor, CPA, New York; head of 
Tax dept CPA firm eight years; seeks po- 
sition, New York area. $7,000 per annum. 
Box 423. 


market created by 


* April 1955 


Over-ceiling costs deductible. At trial, 
counsel for the Government conceded 
that payments of over-ceiling prices 
were deductible if proved. Upon proof 
of payment, therefore, taxpayer was al- 
lowed to recover deficiency based on 
disallowance of such items. Naffco v. 
Fahs, DC Fila., 10/26/54. 


Taxed as cooperative despite omission 
of name from title. A farmers’ marketing 
association, obligated to distribute a 
portion of its net profits to its patrons, 
may deduct such dividends, even 
though the association name does not 
include the word cooperative. Rev. Rul. 
55-26. 


Income tax exemption not lost on dis- 
tribution of assets. A social club did not 
lose its income tax exemption during 
final year of operation because it sold 
its assets and distributed the amount 
received among its members. Mill Lane 


Club, 23 TC No. 52. 


Tax-exempt corporations may not par- 
ticipate in political compaigns. Tax- 
exempt organizations are prohibited 
under Section 501 of the 1954 Code 
from participating in or intervening in 
any political campaign. Violations re- 
sult in loss of tax-exempt status. IRB 
1954-43, 37. 


Ability to make distributions for other 
than exempt purposes loses corpora- 
tion its exempt status. Taxpayer was 
organized by officers and employees of 
for the 
alleged purpose of promoting the health 
and welfare of the residents in areas 
around West Point mills and furthering 
the cause of education and 
religion. Starting with a contribution 
from West Point, the taxpayer earned 
all its income from the operation of food 


West Point, a textile company, 


charity, 


and drink stands or vending machines 
in the West Point mills. The Commis- 
sioner determined that the taxpayer was 
organization and as- 
sessed taxes it for 1949 and 
1950. The district court sustains the 
Commissioner. Some of the funds 
labeled as donations to a foot clinic 
were in fact donations to an individual 
chiropodist. Since the organization was 
free to make, and did in fact make, 
distributions. that were not for educa- 
tional, religious, charitable, scientific or 
literary purposes, the taxpayer is not 
exempt. Community Service Ass'n v. 
Davis, DC Ala., 11/16/54. 


not an exempt 


against 
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Gust Published... 
“How to work with the inter- 
nal Revenue Code of 1954” 


THIS IS THE FIRST major book by practicing tax men to 
be published which explains how to apply the new 1954 tax law 
specifically, immediately, to clients’ problems. 


THIS IS the complete symposium of the week-long study 
session conducted by the Federal Tax Forum, Inc., in New York 
last fall. The authors are 45 of the country’s leading tax 
lawyers, CPA’s, corporate tax executives. ..all members of this 
foremost tax study group. The Forum set itself to determine 
how the new law would work in the hands of tax men...in 
everyday practice; these working tax men have given us the 
answers. 


So certain are we that you will find this an invaluable hand- 
book...in constant use...that we guarantee it uncondition- 
ally. If for any reason you don’t like it, send it back—pay 
nothing. Published for the Federal 
Tax Forum, Inc., by The Journal of Taxation, Ine.. 560 
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Send no money now. 


The proceedings of this symposium is 
now ready for immediate shipment. 
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writing on your letterhead. 


Onder your cofey wou”, 


These are the authors. 


S. Howard Apfel, C.P.A. 


William G. Betsch, Public Service Electric & Gas Co. 
Chester M. Edelmann, C.P.A., H. L. Green Co. 

Dallas Blair-Smith, C.P.A. Lybrand, Ross Bros. & Montgomery 
George J. Brady, C.P.A., Arthur Andersen & Co. 

Walter T. Cardwell, S. D. Leidesdorf & Co. 

Kenneth Carroad, Attorney and C.P.A. 

John F. Costelloe, Attorney, Radio Corporation of America 
Aaron Danzig, Attorney, Nemeroff, Jelline, Danzig & Paley 
Aaron Eisenberg, Hermetic Seal Products Co. 


H. William Callman, Attorney 


Melvin S. Flechner, Attorney, Frendel, Brown & Weissman, C.P.A.s 
A. Keith Gallacher, C.P.A., Arthur Andersen & Co. 
Meyer M. Goldstein, Pension Planning Co. 


N. Matthew Gottesmann, Attorney 


J. Stanley Halperin, Attorney 
Henry J. Harder, 


C.P.A., Alexander Grant & Co, 


Benjamin Harrow, Attorney and C.P.A. 


Albert T. Hassell, Tax Accountant 


Dr. Robert S. Holzman, New York University 


Morris Horowitz, Attorney 


Robert I. Hume, C.P.A., Cowles Magazines, Inc. 


J. Henry Landman, Attorney 


Carroll F. Lewis, Remington Arms Co., Inc. 
Martin M,. Lore, Attorney and C.P.A. 
Vincent H. Maloney, Attorney and C.P.A. 
Theodore F. McDonald, Textron, Inc. 


Charles Meyer, Attorney 
Vincent A. Miletti, C.L.U. 


Walter J. Moloughney, Sinclair Oil Corporation 
William J. O'Brien, Alevander Grant & Co. 
Samuel Padgug, C.P.A., Padgus & Newton 


Alfred S. Pellard, Attorney 


Maurice E. Peloubet, C.P.A., Pogson, Peloubet & Co. 
William J. Reinhart, Jr., Attorney, Olcott, Roth & Reinhart 
Max Rolnik, C.P.A., Leslie Banks & Co. 

Dr. Charles L. Savage, Adelphi College 

Herbert H. Schueller, C.P.A., Loomis, Suffern & Fernald 
Paul D. Seghers, Attorney and C.P.A, 


Gustav Simons, Attorney 


Leo Spandorf, C.P.A., Kohleriter & Spandorf 
David Stock, Attorney, Ehrich, Stock, Leighton & Holland 


David Susser, Attorney 


Louis Winsten, C.P.A., Homes & Davis 


Jerome F. Woods, C.P.A. 


These are the subjects covered 


Cc te dictrilhuti 





—redemption of stock 
—taxability to corporation on 
distributions of stock 
—effect of distributions 
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—estimated declaration, 
advance payment of income 
taxes 
—exclusions from income 
—tax on accumulation of 
surplus 
Partnerships 
—distributions to partners 
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—contributions by partners 


Book Department The Journal! of Taxation, Inc. 
33 West 42nd Street New York 36, New York 


—collapsible partnerships 
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partners, firm 

—continuation after death 

Estate and trust taxation 

—income taxation of trusts 
estates and beneficiaries 

— income taxation to grantors 
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